UNIVER ; 
OF MISH any 


SAN 3 1957 


9,000 become 


: yrs 
TAXES +) 
erred to the Com- 


TAX MAGAZINE 


A COMMERCE CLEARING HOUSE PUBLICATION 


A Case History of Section 45 
By Samuel Joyce Sherman 


Tax Highlights of 1950 6,000 —— 
By J. H. Landman 
orate excess profits tax, 


~ ang Meher purpdses. 5,000 —— 
iB t enacted by the Senate and House of Representa- 

tives the United States of American Congress assem&lebo — 
mi his Act may be cited as the “Ekcess Profits Tax Act 

| of 950". 3,000 — 


&/ TITLE I—EXCESS PROFITS TAX 


& 
uC. 101. IMPOSITION OF EXCESS PROFITS TAX. 2,000 —— 
oy 


Effective with respect to taxable yegrs ending after 


June 30, 1950, chapter 1 of the Internal Revenue Cod? ? 
MILLION 


9 hereby amended by adding after section 424\ the RAG WARS 


10 new subchapter: 
1941 1942 1943 1944 1945 1946 1947 1948 1949 1950 


| 































“The Case of the Tax Wise Salesman” 
deals with the mysteries of expense 
deductions. It is not, as the title might 
suggest, a Perry Mason mystery. It is 
a clear exposition of the salesman’s tax 
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problems by Lawrence Carder. 


Equally mysterious is the value of a 
dealer franchise, but after reading John 
C. Bruton’s review of the applicable de- 
cisions, the reader should have a clearer 
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Disclaimers on Tax Returns 
Sir: 


I have been following the current con- 
troversy over “disclaimers” on tax returns 
with a great deal of interest, since I have 
followed the practice of never signing a 
tax return which does not contain some 
form of stamp indicating the responsibility 
assumed or denied. 

Is it possible that accountants sign aff- 
davits without reading the affidavit? In 
the article entitled “When You Sign That 
Return” (TAxEs, November, 1950, page 1077), 
the statement is made: “The signature of 
a certified public accountant on a tax return 
in no way implies that he ‘certifies’ the data 
submitted.” I should like to call attention 
to the declaration appearing on Form 1040 
which reads: “I declare under the penalties 
of perjury that this return has been 
examined by me and to the best of my 
knowledge and belief is a true, correct, and 
complete return.” 


Without delving into the subject of what 
constitutes an examination, I think it is 
sufficient to say that I would not relish the 
prospect of explaining to a jury composed 
of laymen that although I signed the decla- 
ration and am in the business of examining 
financial data for the purpose of expressing 
an opinion as to the correctness thereof, 
in the case at bar I really didn’t go beyond 
the data furnished to me by the taxpayer. 


WALTER V. CoBERLY 


SAN FRANCISCO, CALIFORNIA 


. Net After Taxes 
Sir: 

As a result of the recent amendments to 
the federal Social Security Act, we were 
presented with an unusual tax problem which 
might interest your readers. The client 
employed a maid in his household at a wage 
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of $35 a week, or $1,820 a year. The maid, 
who had no dependents, had not been pay- 
ing income tax on the wages. Beginning 
with January 1, 1951, the client desired to 
pay the maid a weekly wage which would 
give her, after social security and income 
taxes, the $35 she had been receiving. The 
solution involved the following algebraic 
equation, with x representing the annual 
wage for 1951: 


x—.015x—.20 (x—.10x— $600) =$1,820.00 
x=$2,111.80 
Therefore, the 1951 weekly wage of the 
maid will be $2,111.80 divided by fifty-two, 
or $40.61, and after the sixty-one cent social 
security tax deduction, she will receive $40 
a week. The employer will, of course, add 
sixty-one cents to the sixty-one cents de- 
ducted from the maid’s new wage and remit 
it to the Collector of Internal Revenue at 
the end of each quarter in 1951. The extra 
$5 collected by the maid each week will be 
accumulated by her during 1951 and used 
at the end of the year to pay her 1951 
income tax liability of $260. 


Joun B. HOWELL 


JEANNETTE, PENNSYLVANIA 


Comment on Bastiat 
Sir: 


On page 1103 of your November issue 
you seem to approve as timely the recent 
republication of Frederic Bastiat’s The Law, 
a dissertation on socialism written in France 
100 years ago. 


That “France was rapidly turning to 
socialism” then must have been news to 
many of your readers. It might have been 
helpful had you explained that the socialism 
to which it turned consisted of such things 
as compulsory primary education and re- 
strictions on child labor. Such measures 
certainly fall under the heading of socialism, 

(Continued on page 67) 
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Taxes... 


Tax People... 
Things Taxed... 





Meetings of Tax Men 


Tax Club of Cleveland—The Tax Club 
of Cleveland met December 18 to hear an 
address by C. Emory Glander, Ohio Tax 
Commissioner. On November 20 the group 
heard James M. Carney, Chairman of the 
Taxation Committee of the Ohio House of 
Representatives, speak on proposed recom- 
mendations of his Commission. 


Tax Executives Institute, Inc-——The Phil- 
adelphia Chapter of the Tax Executives 
Institute met December 20 to hear a dis- 
cussion of “Taxes from the Labor Point of 
View.” Lester Thomas, United Mine Work- 
ers, and James McDevitt, AFL, were guest 
speakers. 


Robert Morris Tax Forum.—The Third 
Annual Robert Morris Tax Forum was held 
December 8 and 9 at the Hotel William 
Penn in Pittsburgh. The discussions and 
talks on federal and Pennsylvania tax mat- 
ters were centered around “Tax Planning 
for 1950 and 1951 in the Light of Legislation 
and Decisions of the Year.” 


New Jersey Association of Public Ac- 
countants.—The New Jersey Association of 
Public Accountants held its annual Confer- 
ence on Taxation December 8 and 9 in 
Newark, New Jersey. Saul Singer, Atlantic 
City, and Harry Roman, Asbury Park, were 
in charge of the meeting. 


Ohio Society of Certified Public Account- 
ants.—The Third Annual Institute on Tax- 
ation, sponsored by the Ohio Society of 
Certified Public Accountants, was held in 
Columbus December 8 and 9. Topics in- 
cluded pensions, administration, and accounting 
and tax problems. 


Chicago Tax Club.—At a recent meeting, 
the Chicago Tax Club elected the following 
officers: Oliver M. Townsend, President; 
H. Guy Chase, First Vice President; Rich- 
ard D. Sturtevant, Second Vice President; 
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Charles B. Corey, Secretary; Charles F. 
Eggert, Treasurer; and Carl R. Luebke, 
Rodney D. Harrison and William H. Ells- 
worth, Executive Committee. 


Allocation Formula Held Invalid 


The Michigan allocation formula used in 
computing the percentage of taxability of 
intangible personal property of a foreign 
corporation is invalid when applied to the 
intangibles of a foreign corporation having 
no actual situs in the state. The Michigan 
Supreme Court, in the case of Cleveland- 
Cliffs Iron Company v. State of Michigan (1 
Micu. TAx CAsEs { 200-034), held the per- 


centage formula invalid. 


Under the Michigan intangibles tax law, 
intangibles of a nonresident “used in con- 
nection with or acquired from the conduct 
of his business both within and outside the 
State of Michigan shall be deemed 
to have a ‘situs’ in this State to the extent 
of the percentage of the whole of such prop- 
erty as determined by the allocation for- 
mula” based on sales, property and payroll 
factors. The court held that this provision 
violated the equal protection clauses of the 
federal and state constitutions when applied 
to intangibles of a foreign corporation hav- 
ing no actual situs in Michigan. The allo- 
cation formula subjects a foreign corporation 
licensed to do business in Michigan to an 
intangibles tax even though it may pay such 
a tax elsewhere, but expressly exempts a 
Michigan corporation if it is taxed elsewhere 
respecting its intangibles. 


Intangibles of a foreign corporation which 
represent income derived from _ business 
transacted in prior years, but now with- 
drawn and permanently located in Ohio, and 
not “used in connection with business both 
within and outside the State” in the year for 
which the tax is computed, are not subject 
to the Michigan intangibles tax. 
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ABOVE—Picture taken at the Annual Federal Tax Dinner of the Federal Tax Forum 
held recently in New York City. Seated on the dais in the background, left to right, are: 
John Mertz, Treasurer; R. O. Thornton, Agent in Charge, Newark; Thomas E. Doyle, 
Agent in Charge, New Haven; C. R. Krigbaum, Agent in Charge, Lower New York; Paul 
D. Seghers, Founder; Henry Merry, Chairman, Excess Profits Tax Council; William Kluttz, 
Head, Technical Staff, New York Division; Eldon P. King, Special Deputy Commissioner; 
Freeman R. Paulson, Assistant Head, Technical Staff, Washington, D. C.; Chester M. Edel- 
mann, Chairman; Edward I. McLarney, Deputy Commissioner, Guest of Honor; Robert 


Foreign corporations which have the bulk 
of their intangible personal property directly 
related to their Michigan business may be 
affected adversely by this decision. Instead 
of using the percentage allocation formula, 
they may find their intangibles subject to 
100 per cent assessment. 


Keeping Track of Cigarettes 


The provisions of the federal Jenkins 
Act, which requires persons selling ciga- 
rettes in interstate commerce to file monthly 
returns with the tobacco tax administrator 
of the state into which the cigarettes are 
shipped, have been held valid. 
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A three-judge court for the United States 
District Court for the District of Columbia. 
in the case of Consumer Mail Order Associa- 
tion of America v. McGrath, sustained the 
act. The court ruled that the right of a 
mail-order concern operating in interstate 
commerce to maintain absolute secrecy of 
its customer list is subject to the right of 
Congress, under the commerce power, to 
require the partial disclosure of that list te 
state taxing authorities. 


Income Tax Refunded 


Corporations which maintained only “sales 
offices” in Georgia and which have paid the 
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Holzman, President; Andrew D. Sharpe, Chief, Trial Section, Tax Division, Department 
of Justice, Guest Speaker; Judge Charles E. Clark, Court of Appeals, Second Circuit; 
A. H. Cross, Deputy Commissioner; Rudy P. Hertzog, Counsel, Technical Staff, New York 
Division; Elmer T. Kemper, Regional Counsel, Penal Division, New York Division; 
Edward S. Short, First Vice President; James W. Johnson, Collector of Internal Reve- 
nue, Third District, New York; A. P. Schuster, Agent in Charge, Brooklyn; and Alfred S. 
Pellard, Second Vice President. 


state income tax can file claims for refund. 
The statute on the subject limits refunds to 
three years after payment, and, for the future, 
Act 717, Laws 1950, which is applicable to 
the taxable year 1949, defines what consti- 
tutes “doing business” so as to overcome 
this new decision for taxable years 1949 and 
thereafter. The Georgia Supreme Court, in 
deciding the Dan River Mills case, held that 
maintenance of a solicitation office only, 
without more, is not doing business within 
the state. 


A letter from the Georgia Department of 
Revenue indicates that if other corporations 
file claims for refunds, and an examination 
teveals their circumstances to be the same 
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as in the case of Dan River Mills, the claims 
will be paid. In the case in point, the sales 
representatives merely solicited orders and 
did not investigate credit, make collections 
or service accounts. The company main- 
tained no inventory within the state, and 
there were no other instances of the com- 
pany’s presence within Georgia. 


Estate, Gift Taxes Deductible 


Federal estate taxes are deductible on Mis- 
souri income tax returns of estates paying 
the taxes, according to an Attorney General’s 
Opinion, In addition, federal gift taxes are 
deductible on the state income tax return of 
the taxpayer paying the gift taxes. 














You'll Be Asked About: 


Alimony 


Alimony and separate maintenance pay- 
ments are generally taxed to the wife 
and are deductible by the husband if 
he uses long Form 1040. There are a 
number of hedges on the ruling, how- 
ever, and it’s best to consult a tax re- 
porter if this one comes up. 


Automobile Accident Claim Awards 


Losses from automobile accidents, if 
not recompensed by insurance, are usually 
deductible on long Form 1040. If the 
taxpayer is at fault and has to pay off, 
no deduction is allowed. 


Back Pay 


The individual who can classify fifteen 
per cent or more of his 1950 gross in- 
come as “back pay” can pay a tax on 
this sum at the rate in effect in the year 
he should have received the money. 
Back pay is defined to include: pay- 
ment due for previous services from a 
bankrupt employer; retroactive increases 
ordered under the Railway Labor Act, 
by similar state boards or by the 
courts; and payments for unpaid over- 
time or substandard wages under the 


wage and hour law, or awards under 
the NLRA. 


Bonuses to Employees 

Any profit-sharing bonus, production 
or incentive bonus to employees, bonus 
based on a salary percentage or Christ- 
mas bonus in cash or merchandise is 
taxable as part of the employee’s in- 
come. See also the “Tax on Tax” entry 
below. 


Campaign Contributions 
Contributions to a candidate’s campaign 
for public office are not taxable to the 
candidate; they are not deductible by 
the contributor. 


Cigarette Taxes 


Ordinarily a cigarette tax is not de- 
ductible by the consumer except in 
states where it is passed on and sepa- 
rately stated to the consumer. 


Club Dues Connected with Employment 


Business and professional men may 
deduct club dues incurred for busi- 
ness purposes. 


Contest Prizes 


Cash awards are taxable; merchandise 
awards are taxed at the amount the 
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prize would cost if brought at retail 
from a reputable dealer. 


Damage by “Acts of God” 

Business losses from war, casualty or 
theft may’ be deducted in computing 
adjusted gross income. Nonbusiness 
losses to property from fire, floods, 
earthquakes and other acts of God 
can be itemized on page 3 of Form 
1040 and taken as deductions to the 
extent that they are not recompensed 
by insurance or otherwise. 


Defending Lawsuits 
This one gets fairly complicated. How- 
ever, the cost of defending title to a 
property or expenses incurred in breach 
of promise, divorce or probate cases 
are not deductible. 


Dependent Minors in Military Service 
If a youngster has been in uniform for 
the entire year, he cannot be claimed 
as a dependent. Exemption may be 
claimed under certain circumstances if 
he has been in the armed forces only 
part of the year. 


Depreciation on Small Tools 
Depreciation is allowed on all property 
with a determinable useful life which 
is used in earning money. However, 
the procedure is involved enough so 
that it’s hardly worth while on small 
items. 


Employment Agency Fees 
Fees paid for securing a job can be de- 
ducted on long Form 1040. 


Expenses Away from Home 
The taxpayer who must travel on busi- 
ness can deduct the expenses of travel, 
such as meals and lodging, but not the 
expenses he would have anyway, such 
as the cost of pressing clothes. Usually 
he must be away from home overnight, 
but travel expenses, not including the 
cost of meals, have been allowed on 
one-day trips. Any reimbursement of 
such expense must be added to income. 


Expenses a Long Time Away from Home 
No clear definition has been made 
of what constitutes “home” for a tax- 
payer who must live away from his 
legal residence for extended periods. 
An actress from San Francisco was 
allowed to deduct living expenses for 
forty weeks in Hollywood; an actor 
from Pennsylvania was not allowed 
similar deductions. 
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Farmers’ Subsidies 
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Government subsidies paid to farmers 
are considered income. 


Fiscal v. Calendar Year Returns 


A taxpayer who keeps no books must 
report his income for the calendar 
year, If he keeps books, he may use a 
fiscal year instead, provided he obtains 
permission for the change. Permission 
is usually granted in the case of a 
seasonal business which doesn’t want 
to compute taxes at a peak season or to 
a husband and wife when they have 
been filing on the basis of different 
taxable years and wish to file a joint 
return. If the shift is desired merely 
to establish a tax advantage, the re- 
quest will not be granted. 


G. I. Incomes 


All service pay for an enlisted man in 
active service in a combat area between 
June 24. 1950, and January 1, 1952, and 
up to $200 a month of the pay of a 
commissioned officer in a similar situ- 
ation, is tax exempt. Further exemp- 
tions are also provided—for instance, 
the cost of chin straps can be deducted 
on long Form 1040—but they are too 
complicated to go into here. 


Government Bonds 


Interest on obligations of a state or a 
territory or a political subdivision of 
one of these is tax exempt. Interest on 
war and savings bonds issued after March 
1, 1941, is taxable. This interest can 
either be reported each year or the 
tax thereon paid in a lump sum the 
year a bond is cashed. 


Hobbies 


Whether income loss from what would 
ordinarily be called a hobby is deduct- 
ible depends on the taxpayer’s proof 
that his prime motive was profit. A 
loss on a stamp collection has been 
allowed, and expenses involved in writ- 
ing books have not been allowed, in 
specific cases. 


Hospital Expenses 


Hospital and other medical and dental 
expenses may be deducted on long 
Form 1040 in the amount that they 
exceed five per cent of the taxpayer’s 
adjusted gross income and with an 
upper limit depending on the number of 
exemptions claimed. Repayment by 
hospitalization plans must be offset 
against expenses. 


The term “medical care” includes 
amounts paid for the diagnosis, cure, 


mitigation, treatment or prevention of 
disease or for the purpose of affecting 
any structure or function of the body, 
including amounts paid for accident or 
health insurance and for eyeglasses, 
artificial limbs, hearing aids, etc. Fu- 
neral expenses are not medical expenses. 


Income from Long-Term Projects 
The artist or inventor may benefit from 
being able to prove that he has spent 
more than thirty-six months working 
on his symphony or his widget. The 
thirty-six month provisions are highly 
detailed. 


Joint Returns 
Except in unusual cases, it is to the 
advantage of husband and wife to file 
a joint return; in case of any doubt, it 
is wise to figure the tax both ways 
before filing. 


Jury Fees 
Jury fees are taxed just like other 
income, 


Labor Union Dues 


Labor union dues are deductible only 
on long Form 1040. 


Licenses for Automobiles 
License fees, including fees for drivers’ 
licenses, are deductible if itemized on 
long Form 1040 whether a car is used 
for business or pleasure. 


Mileage Allowances 

The cost of gas and oil, garage rent, 
depreciation, insurance and repairs is 
deductible in the case of a car used 
exclusively for business; pro-rata share 
may be deducted if the car is used 
partly for business. Salesmen and other 
workers who are paid a flat per-mile 
allowance should keep records to justify 
deduction of the allowance. 


Minors’ Returns 

A youngster with income that comes 
under the provisions of the law must 
file a return just like a grown-up. The 
parents are liable for the tax if the 
minor does not pay it. Even on in- 
comes under $600, the youth should file 
if any of his income was withheld; the 
return serves as a claim. 


Moving to a Different City for Employment 
The expenses involved in moving to 
another community to seek or accept a 
job are not deductible. 


National Service Life Insurance Dividends 
Any refunds on NSLI are tax free. 








Old-Age Benefits 
Old-age and survivors’ benefit payments 
under the Social Security Act or Rail- 
road Retirement Act are not taxable. 


Pension-Plan Contributions 
Pension plans are complicated gadgets, 
taxwise. In general, contributions by an 
employer which cannot be withdrawn 
later are taxed in the year they are 
made. Receipts from noncontributory 
pension plans are taxable. Money re- 
ceived under contributory plans is tax- 
able up to three per cent of the total 
cost of the pension and fully taxable 
after the total cost has been excluded. 


Personal Tools for Use at Work 
If the taxpayer must buy special equip- 
ment as a prerequisite to employment, 


he may deduct the cost of such tools 
on Form 1040. 


Professional Journals 
The cost of periodicals purchased for 
professional purposes is deductible. 


Quarters Furnished 
If living quarters or board and lodging 
are furnished as part of a taxpayer’s 
compensation, their value must be esti- 
mated in money and the figure included 
in income. 


Retirement Income 
Dividends on paid-up insurance are 
taxable as soon as the sum of dividends 
paid exceeds the amount paid for the 
policy. 


Sales Tax 

A sales tax which is separately stated 
and passed on by the retailer may be 
deducted by the consumer. Consult a 
tax reporter for the amounts of local 
taxes and for amounts which may be 
claimed as deductions in the absence of 
definite proof of payment. 


Social Security Data Section on 1951 Tax 
Blank 
This section of the form applies only to 
the self-employed, with the further ex- 
ceptions listed in the new social se- 
curity law. 


Strike Benefits 


Benefits received from labor unions are 
taxable income. 


Tax on Tax 
If a company pays the tax on a bonus, 
suggestion award or other extra pay- 
ment to make the sum come out even, 
that tax is also taxable. If the company 


pays the tax on the tax, that’s taxable; 
but, in most cases, a third payment is 
not considered, 
Tips 

Tips are income and have been fixed 
by the courts as about ten per cent 
of gross sales for waiters and taxicab 
drivers. 


Trade-Ins on Cars 
A loss on trading in an automobile is 
not deductible. 


Travel for Health 

Travel expenses incurred on trips made 
primarily for prevention or alleviation 
of illness are ordinarily deductible as 
part of medical expenses, but the key 
word is “primarily.” For instance, a 
trip south for a pneumonia convalescent 
was not allowed as a deduction. 


Unemployment Benefits 
Unemployment benefits paid under the 
Railroad Unemployment Insurance Act 
or state unemployment compensation 
laws are not taxable. 


Uniforms 
If uniforms are specifically required as 
a condition of employment and if they 
are not suitable for ordinary wear, the 
cost of buying and maintaining the 
uniforms is deductible. 


Unsuccessful Research 
The cost of experimental work which 
doesn’t pan out may ordinarily be de- 
ducted from income by the taxpayer 
in the year in which the loss occurred. 
This gets complicated in cases where 
the loss occurred over several years. 


Veterans’ Bonuses 
Bonus payments to veterans and bene- 
fit payments under federal weterans’ 
laws are tax free. 


Wedding ‘Presents : 
Genuine gifts of all kinds are tax free; 
the donor, however, may not deduct 
the amount given away. 


Worthless Securities 
Worthless securities may be deducted 
in computing adjusted gross income. 


Year-End Dividend Checks 
In general, if a check is issued to a 
taxpayer, it is part of his income in 
the year it is issued whether he cashes 
it or not. However, dividends declared 
at the end of a year by an organization 
which follows a regular practice of 
mailing them for delivery in January 
are considered income in the new year. 
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Excess Profits Tax ... 
1950 Declarations 


of Estimated Tax 


Washington Tax Talk 





Congress 


House-Senate differences on the ex- 
cess profits tax have yet to be ironed 
out as we go to press. As it looks to 
us, the final bill will be about the way 
it is described in this summary. 


Excess profits tax legislation, 1950-1951 
style, is based on earlier laws of the same 
type, but with substantial modifications. 


Rate of the tax and over-all limitations on 
income and excess profits taxes are lower. 
The rate is seventy-five per cent against 
8514 per cent after allowance for postwar re- 
fund in.the old law; the limitation is sixty 
per cent as compared with eighty per 
cent in wartime. The minimum credit has 
been upped from the earlier $10,000 to $25,000. 


Credits granted are generally soméwhat 
larger. Invested capital credits permit a re- 
turn of twelve per cent up to five million 
dollars, ten per cent on capital from five to 
ten million and eight per cent above that be- 
fore imposition of the tax. The earlier law 
ran eight, six and five per cent for the same 
brackets. 


The method of figuring average earning 
credit has been changed. The taxpayer can 
now select his three best years from the base 
period 1946 through 1949; a deficit in a 
selected year counts as zero. Under the old 
law, the worst deficit could be raised to 
seventy-five per cent of the average of the 
other three years, but the taxpayer could not 
omit any of the years in the base period. 


Under the old law, the average was re- 
duced to ninety-five per cent to arrive at the 
earnings credit; the average is lowered to 
eighty-five per cent in the new bill. 


The new tax is retroactive, applying to all 
taxable years ending after June 30, 1950. 
However, an adjustment is made in the rates 
applicable to any tax year which includes 
July 1, 1950. As a result, the tax will apply 
to the whole of the calendar year 1950, but 
with the adjustment the top rate for 1950 
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will be fifty-seven per cent; for 1951 it will 
go to seventy-five per cent. 


Completely redesigned is the method of 
handling special and relief cases. In general 
these are of three types: corporations not in 
business during the full four years of the 
base period; those which had abnormal ex- 
perience in the base period; and those which 
were shifting products or services, with con- 
sequent loss of income, during the base years. 


The new setup authorizes the Secretary of 
the Treasury to place every taxpayer in an in- 
dustry classification, work out industry-wide 
rates of return for each group for each year 
and judge applications for relief upon the 
individual corporation’s experience measured 
against the yardstick of the whole industry. 


The “growth formula” for small corpora- 
tions in existence through the whole of the 
base period also has something new added— 
either payroll or gross receipts may be used 
to qualify the company for special treatment. 
Any corporation with assets under twenty 
million dollars at the beginning of 1946, if its 
payroll in the last two years of the base 
period was thirty per cent higher than in the 
first two years, or if gross receipts were fifty 
per cent higher, may take as its average 
base-period earnings the 1949 earnings; the 
1948-1949 average; or average earnings in 
fifty per cent of 1949 and forty per cent of 1950. 


New capital and retained earnings added 
after the base period are allowed at twelve 
per cent for all taxpayers. The old law al- 
lowed eight per cent on average earning re- 
turns for new capital only, and a sliding scale 
if the invested-capital system was elected. 


Penalties for underestimating 1950 income 
have been lifted where the wrong guess is 
due to the higher 1950 tax rates. A special 
new law, rushed through Congress on De- 
cember 19, provides for changing the Code 
to eliminate the need for amending 1950 
estimates by January 15, 1951. As we go to 
press, the bill is on the President’s desk. 





History of Excess Profits Taxes | 
PREVIOUS EXPERIENCE INDICATES HEADACHES 


AHEAD; PROPOSED LAW CONTAINS NEW SOURCES 
OF POSSIBLE LITIGATION IN THE FUTURE . 


ASSED WHILE POPULAR and patched 

after practice is an accurate description 
of the previous history, both here and in other 
countries, of excess profits tax laws. In 
almost every case, such legislation has been 
put on the books through a combination of 
the government’s need for vast increases in 
revenue and the average citizen’s determina- 
tion that the profit should be taken out of war. 


However practical the first of these goals 
and however praiseworthy the second, each of 
the excess profits tax experiments has shown 
two tendencies: the legislators in each case 
have made an effort to be more fair to the 
taxpayer than their predecessors, and the 
new law in turn has shown them the need 
for further extensive revision. As a result, the 
laws have become increasingly complicated. 


The first such law in the United States 
was passed in Georgia in 1863. It was de- 
signed for long-term use, the revenues being 
earmarked for the payment of bonuses to 
the state’s veterans after the war. The tax 
was imposed on all corporate earnings above 
a return of eight per cent on capital stock. 
Whe march of events and of Sherman’s army 
made it a matter of purely academic interest 
in a short time. 

A fundamental difference of opinion re- 
garding the purpose of excess profits legisla- 
tion appeared with the first federal enactment, 
the Act of Special Preparedness of 1917. 
This provided for an excess profits tax of 
eight per cent on all profits above an eight 
per cent return on invested capital. The 
moneys derived from this tax were to be 
expended exclusively for military p oses. 
Although the law was never really operative, 
it raised one of the questions with which 
legislators have grappled since: Is the pur- 
pose of such a tax to set a ceiling, perhaps 
permanently, on the return from investments 
or is it to prevent a taxpayer from making 
more money in a war situation than he 
would in peacetime? 


World War | Law 


This act was replaced by Title III of the 
Revenue Act of “1918,” actually passed in 
February of the following year. At this 
point, a second new element was interjected. 
At the discretion of the government, the 
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excess profit could be figured either against 
a base period—that is, an average of earn- 
ings over a preceding period of “normal” 
years—or on an invested-capital basis. This 
second method, of course, was just a more 
complicated version of the system used in 
the earlier law. However, it turned out 
not to be complicated enough. Intangible 
assets were not included at all; the valuation 
was based on the money and property paid 
in to the corporation, plus earnings and 
profits accumulated later. 


The law was repealed on December 31, 
1921. Legislation against excess profits be- 
came a matter of history until the great 
depression hit in the thirties. By the terms 
of the NRA, corporations were required to 
declare the value of their stocks and pay 
either a tax of $1 per $1,000 of valuation or 
a five per cent excess profits tax on all 
earnings in excess of twelve and one-half 
per cent. The excess profits provision was 
designed to penalize any corporation which 
undervalued its stock, and though the law 
lingered on the books until 1945, the provi- 
sion was never important. 


Excess profits taxes for selected industries 
have also been tried. The United States 
in 1916 put a tax on the net profits of muni- 
tions makers. In 1934, the Vinson-Trammell 
Act, approaching the problem somewhat 
differently, restricted profits on government 
contracts for war matériel. The law, amended 
by the National Defense Act of 1939, limited 
profits on contracts for naval vessels to ten 
per cent and on aircraft to twelve per cent 
on all contracts for more than $10,000. 
Similar limitations were included.in the Mer- 
chant Marine Act of 1936. 


Experience in the Second World War 


These laws remained in force until they 
were suspended and replaced by the excess 
profits tax provisions of the Second Revenue 
Act of 1940. The trend toward increasing 
complexity is indicated by what happened 
to this act after passage: it was followed 
by the Excess Profits Tax Amendments of 
1941; it was further amended by the Reve- 
nue Act of 1941; the Revenue Act of 1942 
contained twenty more pages on excess 
profits than had been in the original bill; the 
Revenue Act of 1943 made still more amend- 
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ments; and when, in 1945, the law was re- 
pealed as of the end of that year, it was 
necessary to provide further legislation to con- 
tinue the carry-back provisions of the law. 


The law as passed provided, basically, for 
two methods of computing excess profit. 
Average adjusted net income for the years 
1935 to 1939 inclusive was to be computed. 
Ninety-five per cent of this average, plus 
an eight per cent credit for additions to 
capital or minus six per cent of reductions 
in capital, was used as one base from which 
to figure what profit was “excess.” The 
second system applied the tax to all profits 
above eight per cent of the current year’s 
adjusted invested capital, including fifty per 
cent of borrowed capital. This latter method 
was promptly amended in the next year to pro- 
vide a special rule for large corporations. Or- 
ganizations capitalized at more than $5,000,000 
paid a flat $400,000 plus a tax on all profits 
over seven per cent on the excess above 
$5,000,000. 


Corporations were required to figure the tax 
both ways and then pay the lesser of the two— 
a shift from the earlier law which gave the gov- 
ernment the option of choosing the method to 
be used. Corporations founded after January 
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1, 1940, were required to use the invested- 
capital method of computation. Organizations 
founded before that date but later than the 
beginning of the base period could add to the 
existing average a flat eight per cent of net 
income on their invested capital on January 1, 
1940, to fill in the blank time. 


Changes 
in Computation of Averages 


Probably the most important change ef- 
fected by the 1941 amendments was the pro- 
vision for a second way of averaging earnings. 
The original law had provided for a straight 
mathematical average; the only concession 
provided that a year’s deficit, or the largest 
deficit if there were more than one, could 
be treated as zero. Obviously this system 
was to the advantage of long-established 
businesses as compared with organizations 
still growing; a company which had earned 
a million dollars in each of the base years 
had a larger credit than a climbing com- 
petitor whose earnings had been a quarter, 
a half, three quarters and then a million. 


With a number of limitations to prevent 
abuse, the method of computing the average 
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was allowed in alternative ways by the 
amendments, A growing company was per- 
mitted to use, instead of a straight average, 
the average for the last two years plus half 
the difference between the averages for the 
first and second two-year periods. 


Changes in Invested-Capital Method 


The Revenue Act of 1941 made no changes 
in this system but did alter the invested- 
capital method of computation. In addition 
to the special rate for capitalizations over 
five milion dollars, the act provided for a 
higher rate on capital invested after 1940 
by permitting it to be figured at 125 rather 
than 100 per cent. 


The major change made by the Revenue 
Act of 1942 was in the method of computing 
a deficit year in averaging earnings. Previ- 
ously, a deficit year had been figured as 
zero; the amendment permitted the taxpayer 
instead to use seventy-five per cent of the 
average for the other three years. In addi- 
tion, the seven per cent credit on earnings 
of capital over five million dollars was given 
a ceiling; earnings on capital from ten to 
two hundred million dollars was set at six 
per cent, and anything above two hundred 
million was set at five per cent. The Reve- 
nue Act of 1943 changed this again, making 
it an eight per cent credit on the first five 
million invested, six per cent on the second 
five million and five per cent on any money 
above ten million. 


Other Difficulties 


Even so brief a summary of methods of 
computing excess income indicates the way 
the law increased in complexity. In addition, 
provisions for relief in special cases—handled 
in the original law with the pious oversimpli- 
fication that “the Commissioner shall also 
have authority to make such adjustments as 
may be necessary to adjust abnormalties”— 
had by the time of the 1942 act been so 
cluttered up with special exceptions and 
individual cases that a careful student, Pro- 
fessor Carl Shoup, warned about “keeping 
the law from disintegrating into a case book.” 


Further, after the basis for figuring what 
was excessive had been provided, it was 
necessary to set up rates of taxation on this 
excess. The original law set up a series of 
brackets covering income of from less than 
$20,000 to more than $500,000 with rates of 
from twenty-five to fifty per cent. In 1941, 
each bracket was upped by ten per cent; in 
1942, the whole system was thrown out and 
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a flat ninety-per-cent tax on excess profits 
replaced it. This, in turn, was hedged by 
several provisions: the first $5,000 of income 
in excess of the credit was exempted from 
the tax; a ceiling was put upon the total 
which a corporation would have to pay in 
income, surtax and excess profits taxes; and 
a postwar credit of ten per cent of the ex- 
cess profits tax was granted. The tax went 
to ninety-five per cent in the 1943 act. 


Even this, however, did not end the com- 
plications. Another debate raged as to 
whether the excess profits should be deter- 
mined before or after regular corporate in- 
come taxes. The original act said it should. 
The Revenue Act of 1941 allowed the excess 
profits tax to be deducted in computing the 
income tax. In 1942, the corporation was 
compelled to figure the two independently— 
normal tax on normal income, excess profits 
tax on the excess. 


While all of these factors contributed to a 
sick headache for businessmen, another 
spectacular source of litigation was the 
carry-over provisions of the law. These 
permitted corporations to use, in figuring past 
or future returns, unused excess profit credits 
and net operating losses from the current 
year. The result of all these provisions was 
such a confounded confusion that in Decem- 
ber, 1950, six years after the law had been 
repealed, 20,000 claims involving $5,000,000,000 
were still unsettled. 


Objections to Excess Profits Tax 


Obviously, the law in its rapidly develop- 
ing form did fulfill part of its function—it 
brought in a lot of revenue. However, the 
question of whether the job could be done 
more efficiently in other ways was raised as 
early as the first World War, and probably 
research would find similar objections had 
been made in Georgia in 1863. 


Aside from its incredible complexity and 
its unwieldy nature, the excess profits tax 
principle has been frequently attacked on 
the ground of its psychological effect. Re- 
viewing the experiences of the first World 
War, Arnold R. Baar said in 1923: “The 
excess profits tax probably has some fea- 
tures of advantage, but they seem to be very 
difficult to discover. An excess profits tax 
always penalizes the man who makes his 
capital work hard—the man who can take 
a small amount of money and put up a 
building, employ people, and make business 
where there was no business before. If you 
are only an average man your business earns 

(Continued on page 88) 
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A Case History of Section 45 


By SAMUEL JOYCE SHERMAN 


A THOROUGH ANALYSIS OF ONE OF THE MORE IMPORTANT CODE 
SECTIONS — WHOSE PURPOSE IS TO PREVENT AVOIDANCE AND 
EVASION WHERE BUSINESSES ARE OWNED BY THE SAME INTERESTS. 


MR. SHERMAN 


ECTION 45* has been on our statute 

books for twenty-one years. Histori- 
cally, its origin can be traced back to Sec- 
tion 240 (d) (2) of the Revenue Act of 1921, 
with roots extending further back to the 
Treasury Regulations promulgated under 
the Excess Profits Tax Act of 1917 in 
respect to the filing of consolidated tax 
returns.” In the Revenue Act of 1928, Sec- 
tion 45 was emancipated from the consoli- 
dation provisions, set up as an independent 
section and enacted in substantially the 
present form in which it is found in the 
Internal Revenue Code today. 


Section 45 is a law-enforcement statute, 
not a relief provision.’ It is intended as a 
sword for the Commissioner to combat tax 
avoidance or evasion and not as a shield 
for the taxpayer. 


IS AN ATTORNEY AND CPA, NEW YORK 


Although only forty-three cases* have 
been decided under Section 45 in the more 
than two decades that it has been on our 
statute books, this paucity of decisions does 
not mean that its impact upon business 
transactions has not been significant. Sec- 
tion 45 has been called the “silent police- 
man” of the Revenue Act which, by its very 
existence and the threat of its potential use, 
has deterred related taxpayers from engag- 
ing in questionable intercompany transac- 
tions to the detriment of the tax revenues 
There undoubtedly has been a large number 
of cases in which taxpayers have elected 
to compromise tax deficiencies asserted 
under Section 45 rather than to risk the 
uncertainties and cost of litigating the 
issues. In any event, judicious tax planning 
requires that careful cognizance be taken of 





1Section 45. ‘Allocation of Income and De- 
ductions: In any case of two or more organ- 
izations, trades, or businesses (whether or not 
{ncorporated, whether or not organized in the 
United States, and whether or not affiliated) 
owned or controlled directly or indirectly by 
the same interests, the Commissioner is au- 
thorized to distribute, apportion, or allocate 
gross income, deductions, credits, or allowances 
between or among such organizations, trades, 
or businesses, if he determines that such dis- 
tribution, apportionment, or allocation is nec- 
essary in order to prevent evasion of taxes 
or clearly to reflect the income of any of such 
organizations, trades, or businesses."’ 


Section 45 


2 Regulations 41, Article 77, as amended by 
T. D. 3389, I-2 CB 266. 

3 Asiatic Petroleum Company, CCH Dec. 8868. 
31 BTA 1152, 1158 (1935), aff’d 35-2 ustrc { 9547, 
79 F. (2d) 234 (CCA-2, 1935), cert. den. 296 
U. S. 645, rehearing den. 296 U. S. 664 (1935); 
Remco Steamship Company, CCH Dec. 8541, 30 
BTA 579, 582 (1934). 

This count does not include the cases de- 
cided under Section 240 (d) (2) of the 1926 act, 
Section 240 (d) of the 1924 act and Section 
240 (f) of the 1926 act which were the proto- 
types of the present Section 45 first introduced 
into the 1928 act. 
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Section 45 in the arrangement of inter- 
company relations and dealings between 
business enterprises owned or contro#led by 
the same interests. 


General Section 45 Considerations 
Purpose of Section 


The primary purpose of Section 45 is to 
prevent tax avoidance or evasion in the case 
of business entities owned or controlled by 
the same interests. The statute confers 
broad powers upon the Commissioner to 
take corrective action if he determines that 
such action “is necessary in order to prevent 
evasion of taxes or clearly to reflect the 
income of such organizations, trades or 
businesses.” The Treasury Regulations 
state that “Transactions between one con- 
trolled taxpayer and another will be sub- 
jected to special scrutiny to ascertain 
whether the common control is being used 
to reduce, avoid, or escape taxes.” * 


Conditions Precedent to Exercise of 
Commissioner’s Authority 


The statute limits the exercise of the 
Commissioner’s authority under Section 45 
to cases where the following two condi- 
tions exist: 

(1) Two or more organizations, trades 
or businesses are owned or controlled by 
the same interests; and 


(2) The Commissioner determines that 
an allocation is necessary in order (a) to 
prevent evasion of taxes or (b) clearly to 
reflect income. 


The term “organization” is all-inclusive. 
As defined in the Regulations,® it includes 
“any organization of any kind,” whether it 
be (1) a sole proprietorship, (2) a partner- 
ship, (3) a corporation, (4) a trust or (5) 
an estate. The term “trade or business” is 
defined to include “any trade or business 
of any kind.” 


In the application of Section 45, it makes 
no difference whether (1) the organizations 
are created in the United States or else- 
where, (2) they operate in the United States 
or elsewhere, (3) they are tax-exempt" or 
taxable, (4) they are affiliated or not, (5) 
they file separate or consolidated returns 





5 Regulations 111, Section 29.45-1 (c). 

® Regulations 111, Section 29.45-1 (a) (1). 

7 Southern College of Optometry, Inc., CCH 
Dec. 15,713(M), 6 TCM 354 (1947). 

8 Regulations 111, Section 29.45-1 
29.45-1 (b). 

® Tennessee-Arkansas Gravel Company v. Com- 
missioner, 40-2 ustc {§ 9512, 112 F. (2d) 508 
(CCA-6, 1940), rev’g CCH Dec. 10,073-D (1938); 
Laster, CCH Dec. 11,600, 43 BTA 159 (1940), 


(a) and 
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and (6) the ownership or control is direct 
or indirect.® 


Limitations upon Commissioner’s Authority 
Under Section 45 


Assuming the existence of the two condi- 
tions precedent referred to above, it is to 
be particularly noted that the Commis- 
sioner’s authority under Section 45 is limited 
only to the distribution, apportionment or 
allocation of items of gross income, deduc- 
tions, credits or allowances between the 
members of the controlled group. 

As construed by the courts, the Commis- 
sioner may not, under the guise of Section 
45, do any of the following things: 

(1) He may not create income where 
none exists; ° 

(2) He may not disallow a proper de- 
duction; ” 

(3) He may not combine or consolidate 
the net income of separate (though related) 
taxpayers if their businesses are, in fact, 
separately conducted without distortion of 
income; ™ 

(4) He may not compel an arbitrary 
allocation of intercompany expenses. if the 
taxpayers’ method of allocation is fair and 
reasonable.” 


Ownership or Control by the Same Interests 


Section 45 has no application unless the 
two or more business entities are “owned 
or controlled directly or indirectly by the 
same interests.” The statute does not define 
the quantum of ownership or control that 
is necessary to bring a situation within the 
purview of Section 45. 

The Treasury Regulations give the term 
“controlled” the broadest possible sweep. 
It is said to include any kind of control, 
direct or indirect, whether legally enforce- 
able or not and however exercisable or 
exercised. It is the reality of the control 
which is decisive, not its form or the mode 
of its exercise. A presumption of control 
arises if income or deductions have been 
arbitrarily shifted.” 

In a few cases, however, the courts have 
construed more narrowly the required ele- 
ments of ownership or control. Thus, where 
two railroad corporations, with different 


acq. 1941-1 CB 7, modified, on other issues, 
42-1 ustc { 9425, 128 F. (2d) 4 (CCA-5, 1942). 

1 General Industries Corporation, CCH Dec. 
9597, 35 BTA 615 (1937), acq. 1937-1 CB 10. 

11 Seminole Flavor Company, CCH Dec. 14,511, 
4 TC 1215 (1945). 

12 Welworth Realty Company, CCH Dec. 10,752, 
40 BTA 97 (1939), acq. 1939-2 CB 39; Harris, 
Inc., CCH Dec. 15,223(M), 5 TCM 480 (1946). 

13 Regulations 111, Section 29.45-1 (a) (3). 
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sets of stockholders, each owned exactly 
fifty per cent of the stock of a third cor- 
poration, it was held that neither had con- 
trol.* Together they do have control, but 
that amounts to saying nothing more than 
that the stockholders of a corporation con- 
trol it. However, it cannot be said, where 
a corporation is controlled by two corpora- 
tions having different sets of stockholders, 
that such corporation is “controlled by the 
same interests.” 


In another case, it was held that the mere 
relationship of husband and wife, without 
more, was insufficient to establish direct or 
indirect control of two corporations by the 
“same interests.” There, the stock owner- 
ship of the two corporations was held in 
the following proportions: 


N Cor- P Cor- 
poration poration 
Mr. Nelson ........ 50 % Sem 
Mrs. Nelson ....... 167%4% 6634% 
Mr. Marshall ...... 334%4% sear 
Mrs. Marshall ...:... i... 334% 
Totals. ...<. 6.4; 100 % 100 % 


Thus, the two husbands had no interest 
in P Corporation, Mrs. Nelson had divergent 
interests in the two corporations, and Mrs. 
Marshall had an interest in P Corporation 
but none in N Corporation. Upon these 
facts, the Tax Court refused to sanction the 
applicatiton of Section 45, stating: 


“Based upon stock ownership, there was 
no control of the corporations by the same 
interests and the evidence does not contain 
evidence of indirect control other than that 
the wives of the owners of the majority 
stockholders of petitioner (N Corporation) 
owned all of the stock of the Plainridge 
Corporation. Such a_ showing, without 
more, does not establish indirect control.” 

In Epsen Lithographers, Inc. v. O’Malley,”* 
the members of the Epsen family had the 
following interests in a corporation and a 
partnership: 


Cor- Part- 

poration nership 

CO ee eee: 50% 40% 
SCL Co ener 50% 20% 
Pirst Son's: Wile. ......06 .<.. 20% 
Seoeml G66 .......666 wo: 10% 
RINGER 8 5 cht Sa 10% 
| ee 100% 100% 


“4 Lake Erie & Pittsburgh Railway Company, 
CCH Dec. 14,707, 5 TC 558 (1945), acq. 1945 
CB 5. 

1 Nelson Paper Company, CCH Dec. 
14,112(M), 3 TCM 914 (1944). 


Section 45 








It will be noted that the two controlling 
stockholders of the corporation owned a 
sixty per cent interest in the partnership. 
Nevertheless, the court refused to apply 
Section 45 on the ground that the corpora- 
tion and the partnership were not controlled 
by the same interests, because the corpora- 
tion was controlled by two members of the 
family whereas the partnership was con- 
trolled by five members of the family. 
Furthermore, the court stated that “it will 
not be presumed” that the first son “con- 
trolled his wife’s interest in the partnership.” 

In Denning & Company v. Commissioner," 
decided by the Court of Appeals for the 
Tenth Circuit this year, the Tax Court was 
reversed in regard to its holding that the 
control exercised by the majority stock- 
holder of a corporation over the business 
of a partnership formed by his wife, son and 
daughter was sufficient to warrant the ap- 
plication of Section 45. The interests of 
the respective parties in the corporation 
and the partnership were as follows: 


Cor- Part- 
poration nership 
Mr. Denning: <...... 24. ko ee 


TAG WINS. oo boon een ne ee 1.23% 3314% 
His son ........ . 15.09% 334% 
His daughter «28% 3344% 
Twenty other individuals 25.49% __..... 
, eee ..100.00% 100 % 


The circuit court, in rejecting the applica- 
tion of Section 45, emphasized the fact that 
Mr. Denning and the twenty outside stock- 
holders who together owned approximately 
eighty-four per cent of the stock of the cor- 
poration had no interest whatsoever in the 
partnership. On the other hand, the three 
partners owned only a seventeen per cent 
stock interest in the corporation, and that 
represented the only element of common 
ownership in the partnership and the cor- 
poration. “No doubt, John L. Denning 
exercised a domination over both the cor- 
poration and the partnership,” observed the 
court, “but his domination of the partner- 
ship was because of the family relation and 
not because of the ownership of any interest 
therein.” 


All of the above cases must be viewed 
with considerable reserve, because the 
courts held that the intercompany trans- 
actions between the several entities were 
arm’s-length transactions and would have 


16 46-2 ustc { 9330, 67 F. Supp. 181 (DC Neb., 
1946). 

1750-1 ustc § 9180, 180 F. (2d) 288 (CA-10, 
1950), rev’g CCH Dec. 16,763(M), 7 TCM 980 
(1948). 
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disapproved the application of Section 45 on 
that ground alone, even if it had been found 
that the necessary element of common 
ownership or control existed. In Gordon 
Can Company,* where the evidence clearly 
showed an arbitrary shifting of income from 
one corporation to another, the Board held 
that Section 45 was applicable even though 
the husband and wife had widely disparate 
stock interests in the two corporations. 
The question of ownership and control by 
the same interests does not appear to have 
been raised by the taxpayer, nor was it 
discussed in the Board’s opinion. 


The Arm’s-Length Standard 


The underlying philosophy of Section 45 
is set forth in the Treasury Regulations,” 
as follows: 


“The purpose of Section 45 is to place a 
controlled taxpayer on a tax parity with an 
uncontrolled taxpayer, by determining, ac- 
cording to the standard of an uncontrolled 
taxpayer, the true net income from the 
property and business of a controlled tax- 
payer. The interests controlling a group 
of controlled taxpayers are assumed to 
have complete power to cause each con- 
trolled taxpayer so to conduct its affairs 
that its transactions and accounting records 
truly reflect the net income from the prop- 
erty and business of each of the controlled 
taxpayers. The standard to be ap- 
plied in every case is that of an uncon- 
trolled taxpayer dealing at arm’s length with 
another uncontrolled taxpayer.” (Italics 
supplied.) 


While common ownership or control of 
the several related taxpayers is one of the 
prerequisites to the application of Section 
45, it is not the decisive factor. Two sep- 
arate business entities may be owned or 
controlled by the same interests, but they 
may enjoy perfect immunity from the allo- 
cation provisions of Section 45 if they deal 
with each other at arm’s length as they 
would deal with strangers. The element of 
“control,” per se, is neutral; it is how the 
“control” is used or misused that determines 
whether or not Section 45 is applicable to 
a given situation. 


1% CCH Dec. 8276, 29 BTA 272 (1933). 

1% Regulations 111, Section 29.45-1 (b). 

” Miles-Conley Company, 10 TC 754 (1948), 
aff'd 49-1 ustc 79245, 173 F. (2d) 958 (CA-4, 
1949); John L. Denning &€ Company, CCH Dec. 
16,763(M), 7 TCM 980 (1948); Seminole Flavor 
Company, footnote 11. 

1 Ames Theatre Company, CCH Dec. 
14,966(M), 5 TCM 44 (1946); Barq’s Bottling 
Company, CCH Dec. 15,248(M), 5 TCM 505 
(1946); Fair Price Stations, Inc., CCH Dec. 
15,189(M), 5 TCM 401 (1946). 


Basically, the arm’s-length standard is 
concerned with the fairness and adequacy 
of the consideration paid for the property 
transferred or the services rendered by one 
contfolled taxpayer to another. This stand- 
ard may be vague and uncertain, but, in 
that respect, it is no more indefinite than 
the standard of reasonable diligence and 
prudence which pervades the law of torts. 
In any event, the decided cases do not evi- 
dence any undue difficulty on the part of 
the courts in applying the arm’s-length 
standard to a particular factual situation. 


Double-Pronged Attack by the 
Commissioner 


The Commissioner attacks a _ suspect 
transaction between related taxpayers in one 
or both of two ways, namely: 


(1) By reliance on Section 45; or 


(2) By reliance on general doctrines of 
tax law (such as substance versus form, 
income is taxable to the one earning it, 
etc.) flowing from the definition of gross 
income in Section 22 (a) and related pro- 
visions; ™ or 

(3) By reliance on both of the above 
methods of attack.” 


In the leading case of Asiatic Petroleum 
Company v. Commissioner sustaining the 
constitutionality of Section 45, the Circuit 
Court of Appeals for the Second Circuit 
pointed out that even without such a statute 
as Section 45, many cases have gone very 
far in disregarding formal transfers intro- 
duced into corporate transactions for the 
purpose of escaping taxation. If anticipa- 
tory arrangements intended to circumvent 
taxes may be disregarded by the courts 
without the aid of statutory authority, a 
statute authorizing the Commissioner to dis- 
regard them under similar circumstances 
cannot be unconstitutional. Although a 
taxpayer is privileged “to decrease the 
amount of what would otherwise be his 
taxes, or altogether avoid them, by means 
which the law permits,”™ the court held 
that under the conditions specified in Sec- 
tion 45 such privilege could be taken away 
constitutionally. 


22 Advance Machinery Exchange, Inc., CCH 
Dec. 16,812(M), 8 TCM 84 (1949); Twin Oaks 
Company, CCH Dec. 16,887(M), 8 TCM 280 
(1949), rev’d 50-2 usrc 7 9398, 183 F. (2d) 385 
(CA-9, 1950); Buffalo Meter Company, CCH 
Dec. 16,214, 10 TC 83 (1948). 

23 Footnote 3. 

% Gregory v. Helvering, 35-1 ustc § 9043, 293 
U. S. 465 (1935). 
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In the earlier cases, the Commissioner 
frequently attacked a suspect transaction 
between related taxpayers with merely one 
of the two legal weapons at his command. 
The cases decided in the last two years, 
however, indicate a growing tendency on 
the part of the Commissioner to attack such 
a transaction not only under Section 45 but 
also as a sham and an unreal transaction 
which is to be disregarded under general 
principles of tax law. 


Defenses Against Section 45 Attack 


On the merits, only two successful de- 
fenses are available to a taxpayer against a 
Section 45 attack by the Commissioner, to wit: 


(1) That the challenged transaction was 
an arm’s-length transaction ;” or 


(2) That the challenged transaction was 
not between taxpayers “owned or con- 
trolled . . . by the same interests.” ™ 


In a real sense, the two defenses merge 
into one. If it can be established that the 
two or more taxpayers are not owned or 
controlled by the same interests, it neces- 
sarily follows that they have dealt with each 
other at arm’s length in the same manner 
as one “uncontrolled” taxpayer would have 
dealt with another. Section 45 does not 
interdict bargain arrangements between un- 
controlled taxpayers. An unusual transac- 
tion between unrelated taxpayers may be 
scrutinized and challenged on other grounds, 
but it will not be involved in the toils of 
Section 45. 


Taxpayer’s Burden of Proof 


The presumption of correctness, which 
applies generally to the Commiissioner’s de- 
termination of a tax deficiency,” also at- 
taches to a determination made by him 
under Section 45, If the Commissioner 
determines that an allocation is necessary, 
the burden of proof is on the taxpayer to 
show that such determination is arbitrary 
and that the situation is not one to which 
Section 45 applies.* Actually, this means 
that the taxpayer must prove either one or 
the other of the two defenses available to 
him, namely, that the transaction challenged 
by the Commissioner was an arm’s-length 

2% Koppers Company, CCH Dec. 13,282, 2 TC 
152 (1943), acq. 1943 CB 14; Buffalo Meter 
Company, footnote 22; Seminole Flavor Com- 
pany, footnote 11. 

26 See cases cited in footnotes 9-12, 14-18. 

27 See Mertens, Law of Federal Income Taxa- 
tion, Section 50.61, and cases therein cited. 


% Seminole Flavor Company, footnote 11; 
Essex Broadcasters, Inc., CCH Dec. 13,411, 2 
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transaction or one not entered into between 
parties owned or controlled by the same 
interests. 


However, the taxpayer does not have to 
meet a Section 45 issue unless the Commis- 
sioner has made a formal determination 
under that section or a prima-facie show- 
ing of its applicability.” 

Where the evidence shows a proper basis 
for the application of Section 45, the Tax 
Court has molded its decision in the light 
of that section, even though the Commis- 
sioner did not specifically invoke it.” 


Analysis of Section 45 Cases 
Classification of Cases 


In all, forty-three cases have been de- 
cided by the courts since Section 45 was 
removed from the consolidation provisions 
and set up in substantially its present form 
by the Revenue Act of 1928. 

According to the factual patterns revealed 
by the cases, they fall into five groups, as 
follows: 


Number of 
Type of Case Cases 
(A) Sales or transfers of assets be- 
tween related taxpayers..... 6 


(B) Business split-ups which the Com- 
missioner seeks to combine or 
consolidate ........ Bu, ee Soiree rel ee 


(C) Consolidation of separate busi- 
nesses which the taxpayer seeks 


Oy a eet 4 
(D) Allocation of income between 
related taxpayers .......5.5. 4 
(E) Allocation of expenses between 
related taxpayers .........:. 8 
Total number of cases....... 43 


Number of Cases Won by the Govern- 
ment and by Taxpayers 


The following table shows the number of 
Section 45 cases won by the government 
and by taxpayers in respect to each of the five 
types of cases set forth in the above classi- 
fication: 


TC 523 (1943); G. U. R. Company v. Commis- 
sioner, 41-1 ustc J 9194, 117 F. (2d) 187 (CCA-7, 
1941), aff’'g CCH Dec. 10,983, 41 BTA 223 (1940); 
Lesoine et al. v. U. S8., 43-2 ustc § 9510, 32 
AFTR 1686 (DC Calif., 1943). 

2 Russell, CCH Dec. 14,007(M), 3 TCM 613 
(1944); compare Funk, CCH Dec. 13,727(M), 
3 TCM 100 (1944). 

30 Gordon Can Company, footnote 18. 
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Cases Won by Cases Won by 
Type of Total Number Government Taxpayers 
Case of Cases Number * Percentage Number * Percentage 

TSS S Pee oe 6 3 50% 3 50% 
NS hace cth wha ane 21 6% 30% 143% 70% 
SN ads. ansahcaida lig oked 4 3 75% 1 25% 
ic ticUt cSasguc ce Bs 4 3 75% 1 25% 
eR ite 8 2% 28% 534 72% 
ee 43 17% 41% 25% 59% 


























*The fractional figures represent the author’s estimate of the measure of suc- 
cess achieved by the government and by taxpayers in cases where more than one 
issue was involved or where the decision of the court only partially sustained the 


Commissioner’s determination. 


While taxpayers have won fifty-nine per 
cent of the total number of cases, it will be 
noted that their degree of success has varied 
widely according to the type of case in- 
volved, ranging from a low of twenty-five 
per cent to a high of seventy-two per cent. 

We now turn to an analysis of the Section 
45 cases. Each of the five groups of cases 
in our classification will be taken up in 
sequence. The objective at all times will 
be to discover what the specific factors in 
each type of case are which influenced the 
final decision of the court either in favor 
of the taxpayer or the government. 


Sales or Transfers of Assets 
Between Related Taxpayers 


In this line of decisions, there are six 
reported cases. The government was suc- 
cessful in three of the cases and lost the 
decision to the taxpayer in three others. 

Conclusions Drawn from the Cases.— 
The following conclusions are supported by 
the decisions analyzed below: 


(1) The government has consistently won 
every case where property was sold or trans- 
ferred by one controlled corporation to an- 
other at an artificial price unrelated to the 
fair market value of such property; 


(2) Conversely, the taxpayer has won 
every case where the property was sold or 
transferred by one controlled corporation 
to another at fair market value; 


(3) A transfer of property by one related 
corporation to another without consideration 
has been held to be beyond the reach of 
Section 45, but the rationale of the decision 
is not free from criticism; 

1 Footnote 3. 


33 All amounts used in the cases discussed in 
this article are approximate and rounded off; 
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(4) Section 45 is controlling even though 
the property is transferred in a tax-free 
exchange and the shifting of the gain or loss 
from one related corporation to another is 
the resultant of the carry-over basis provi- 
sions in the statute; 

(5) In view of the carry-over basis pro- 
visions applicable to Section 112 (b) (6) 
liquidations of a wholly owned subsidiary 
by its parent corporation, the Section 45 
angle bears watching in relation to such 
transfers. However, there is no reported 
decision wherein the Commissioner has at- 
tempted, under Section 45, to allocate the 
appreciation or depreciation in the value of 
the subsidiary’s property at the time of its 
transfer to the parent pursuant to Section 


112 (b) (6). 


CASES WON BY THE GOVERNMENT 


Sale at Cost to Shift Gain—In Asiatic 
Petroleum Company, Ltd. v. Commissioner,” 
the facts, simply stated, were these: A cor- 
poration owned stock at a cost of $4,000,000 
which had appreciated in value to $7,000,000. 
To escape taxation on the potential gain of 
$3,000,000, A corporation sold the stock at 
cost to B corporation, a foreign corporation. 
B corporation immediately resold the stock 
to C corporation for $7,000,000 and claimed 
immunity from taxation on the ground that 
the sale had taken place outside of the 
United States. All three corporations were 
owned and controlled by the same interests. 
The Commissioner, invoking Section 45, dis- 
regarded the intermediate sale of the stock 
at cost by A to B and integrated the trans- 
actions as though A had sold the stock to C 
for $7,000,000, thereby allocating the profit 
of $3,000,000 to A. 


in some instances, the amounts are merely as- 
sumed for illustrative purposes. 
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Although the taxpayer attacked the Com- 
missioner’s action under Section 45 with every 
argument in its legal arsenal, its conten- 
tions ™ failed to carry any weight with the 
court. The vulnerable element in this case, 
as well as the other cases discussed below, 
is immediately apparent when the question 
is posed: Would A corporation have sold 
stock worth $7,000,000 for $4,000,000 to a 
stranger as it did to its own affiliate? 


Sale at Cost to Shift Loss.—In G. U. R. 
Company v. Commissioner,* A corporation 
and B corporation were wholly owned by 
the same individual. A owned certain stock 
which cost $37,000 but which was worth 
only $5,000. A sold the stock to B at cost. 
Three years later B sold the stock in the 
open market for $1,000 and claimed a loss 
deduction of $36,000. The Commissioner 
took the position that B was entitled to a 
loss deduction of only $4,000, measured by 
the difference between the market value of 
the stock at the date of acquisition ($5,000) 
and the sales price thereof ($1,000), and 
that the balance of the loss ($32,000) was 
allocable to A. 


The vulnerable element in this case is 
evident the moment you apply the arm’s- 
length standard and ask yourself: Would 
a stranger (that is, an unrelated or uncon- 
trolled taxpayer) have paid $37,000 for stock 
which had a market value of only $5,000? 


Upholding the Commissioner, the Circuit 
Court of Appeals for the Seventh Circuit 
stated: “The Revenue Act, of course, pro- 
vides that cost is the proper basis for deter- 
mining loss on securities sold. But the 
question of what is actual cost is to be 
determined by the Commissioner as a mat- 
ter of fact, and he is given wide latitude 
under Section 45 of the Act in making such 
determination.” 


Similar results were reached in other 
cases without reliance on Section 45. 


In Pennsylvania Indemnity Company,™ the 
taxpayer corporation purchased securities 
from its wholly owned subsidiaries at a 
price of $667,000 (equal to the cost of the 
securities to the subsidiaries), which price 
was $247,000 in excess of the fair market 
value of the securities ($420,000). These 
securities were sold by the taxpayer a few 
days later for $420,000. In disallowing the 


3% The Asiatic Petroleum Company case is a 
leading case on the development of the law of 
this subject. The court not only sustained the 
constitutionality of Section 45 but also the broad 
scope of the Commissioner’s authority there- 
under which was attacked by the taxpayer on 
four points of major importance. 

*% Footnote 28. 
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loss of $247,000 claimed by the taxpayer, 
the Board held that the taxpayer was en- 
titled to a loss deduction measured by the 
difference between the fair market value of 
the securities at the date acquired ($420,000) 
and the price realized on the sale of the 
securities ($420,000). It reasoned that the 
purchase of property at a price in excess of 
its fair market value is not “a normal busi- 
ness transaction,” that the excess price paid 
does not constitute “a part of cost” and that 
the substance of the transaction was a trans- 
fer to the subsidiaries of the excess of the 
price paid over the market value. 


In Majestic Securities Corporation,” upon 
an analogous factual situation as that ob- 
taining in the Pennsylvania Indemnity Com- 
pany case, above, the Board, without referring 
to Section 45, reached a similar result, ob- 
serving that “the acquisition of the securities 

. at a price in excess of the market was 
not an arm’s length transaction.” 

In Crown Cork International Corporation,” 
a most drastic conclusion was reached on 
the basis of broad principles of tax law 
rather than of direct reliance on Section 45. 
In that case, the taxpayer held securities 
which had cost $255,000, sold them to its 
wholly owned subsidiary at a price of $60,000 
and claimed a loss of $195,000 thereon. The 
fair market value of the securitres at the 
date of sale was $24,000, but if this value 
were used, it would serve to increase the 
taxpayer’s loss to $231,000. The Tax Court 
disallowed the entire loss to the taxpayer on 
the grounds that the subsidiary was under 
the complete domination and control of the 
parent, that “the only motive for the trans- 
action was to secure a tax saving” and that 
no “business purpose” for the transaction 
had been established within the doctrine of 
Gregory v. Helvering.™ In these circum- 
stances, the court concluded that “the trans- 
action must, for tax purposes, be character- 
ized as sham, unreal, and lacking in good 
faith and finality.” However, the court was 
careful to point out that not all transactions 
between a wholly owned subsidiary and its 
parent are to be disregarded but only such 
transactions where the individual existence 
of the two entities is an unsupported fiction 
or where the transaction itself is without a 
true purpose except that of tax avoidance. 

% CCH Dec. 8513, 30 BTA 413 (1930), aff’d 35-1 
ustc { 9256, 77 F. (2d) 92 (CCA-3, 1935), cert. 
den. 296 U. S. 588 (1935). 

3% CCH Dec. 11,304, 42 BTA 698 (1940), aff'd 
41-2 ustc {| 9525, 120 F. (2d) 12 (CCA-8, 1941). 

37 CCH Dec. 14,128, 4 TC 19 (1944), aff’d 45-2 


ustc {f 9324, 149 F. (2d) 968 (CCA-3, 1945). 
3 Footnote 24. 
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Tax-free Transfer to Shift Loss.—Iin 
National Securities Corporation v. Commis- 
sioner,” a parent corporation transferred 
certain securities to its wholly owned sub- 
sidiary in exchange for stock of the latter. 
This was a tax-free transfer under Section 
112 (b) (5). Furthermore, under the basis 
provisions of Section 113 (a) (8), the sub- 
sidiary was entitled to use the parent’s cost 
in computing the gain or loss on the sale of 
the securities. At the time of the transfer, 
the securities had a cost of $140,000 to the 
parent and a market value of $8,000, thus 
indicating a potential loss of $132,000 to the 
parent. Later within the same year, the 
subsidiary sold the securities for $7,000 and 
claimed a loss of $133,000 measured by the 
difference between the cost to the parent 
($140,000) and the sales price received 
($7,000). Applying Section 45, the Com- 
missioner was sustained in his contention 
that the subsidiary’s loss should be limited 
to $1,000 which is the difference between 
the market value of the securities at the 
date of transfer ($8,000) and the ultimate 
sales price ($7,000). 


Although the Board and the circuit court 
did not specifically find that the transaction 
was motivated by tax avoidance, they indi- 
cated that they were not greatly impressed 
by the husiness reasons advanced for the 
transaction. For one thing, it was noted 
that the parent corporation had a net capital 
loss from other security transactions and, 
therefore, would not gain any tax advantage 
from selling the securities in question on 
the market and taking the loss into its ac- 
counts. The Board further observed that it 
was hardly businesslike for the subsidiary 
to transfer over $73,000 in value of its own 
stock for securities worth only $8,000. What- 
ever the motive, “the shifting of the loss to 
the subsidiary,” said the court, “gives an arti- 
ficial picture of its true income and one 
which it was unnecessary for the Commis- 
sioner to accept.” 


An important principle enunciated in the 
National Securities Corporation case is that 
when the allocation provisions of Section 45 
conflict with the carry-over basis provisions 
of the Revenue Act, it is Section 45 which 
is controlling. The application of Section 
45 may not, therefore, be denied because it 
appears to run afoul of the literal provisions 
of Sections 112 (b) (5) and 113 (a) (8) if 

% 43-2 ustc { 9560, 137 F. (2d) 600 (CCA-3, 
1943), aff’g CCH Dec. 12,432, 46 BTA 562 (1942). 

# For discussion of this point, see Walter A. 
Cooper, ‘‘Section 45,’’ 4 Tax Law Review 155-159 


(1949), and Paul Edgar Swartz, ‘‘Notes on 
Transactions Between Related Corporations,’’ in 


the Commissioner’s action in allocating a 
loss under the provisions of Section 45 was 
a proper exercise of the discretion conferred 
upon him by the section. 


The National Securities Corporation deci- 
sion casts a shadow on Section 112 (b) (6) 
liquidations of wholly owned subsidiaries by 
a parent corporation. In reference to this, 
Section 113 (a) (15) provides for a carry- 
over of the subsidiary’s basis to the parent 
corporation in respect to the assets trans- 
ferred by the former to the latter, Where 
the subsidiary’s assets have appreciated or 
depreciated in value at the time of liquida- 
tion, it is arguable that some portion of the 
potential gain or loss has been shifted from 
the subsidiary to the parent corporation via 
the Section 112 (b) (6) liquidation. How- 
ever, there is no reported case thus far 
where the Commissioner has attempted to 
apply Section 45 or the rationale of the 
National Securities Corporation decision to a 
Section 112 (b) (6) situation.” 


CASES WON BY THE TAXPAYER 


Sale at Fair Market Value to Establish 
Loss.—In General Industries Corporation,” 
two corporations were owned and controlled 
by husband and wife. The first corporation, 
owning securities at a cost of $100,000, sold 
them to the second corporation at fair mar- 
ket value ($25,000) and claimed a loss of 
$75,000 on the transaction. The Commis- 
sioner attempted to disallow the loss under 
Section 45. In overruling the Commissioner, 
the Board stressed the fact that the securities 
were sold at market value and that no ques- 
tion of fraud or lack of bone fides was in- 
volved in the transaction unless it was to 
be assumed from the common family owner- 
ship or control of the two corporations. 
After considering the principle of separate 
corporate entity and the effect of Section 45 
thereon, the Board concluded that Section 
45 “was not intended to permit such a vio- 
lation of the corporate entity as disallowance 
of the deductions sought herein would en- 
tail.” Furthermore, the Board held that 
although Section 45 permits distribution, ap- 
portionment or allocation of a deduction, 
it does not, however, permit disallowance 
of the deduction. 


In Breyer Company,” a subsidiary was in- 
debted to its parent to the extent of $650,000. 


Proceedings of New York University Sixth An- 
nual Institute on Federal Taxation (1948), pp. 
867-868. 

“1 Footnote 10. 

42 CCH Dec. 10,780-E (1939). 
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The subsidiary owned a piece of real estate 
which it conveyed to its parent at the 
appraised value thereof, namely, $300,000. 
After the conveyance, the subsidiary was 
left an empty shell with practically no as- 
sets. The parent corporation claimed a bad- 
debt deduction of $350,000. for the balance 
due it from the subsidiary and a worthless- 
stock loss of $5,000 for its investment in the 
subsidiary. The Commissioner disallowed 
the two deductions under Section 45, con- 
tending that there was merely a voluntary 
change of ownership of the real estate without 
any realization of loss. The Board overruled 
the Commissioner upon the same grounds 
and reasoning as set forth in the General 
Industries Corporation case, above, again em- 
phasizing the separate entities of the two 
corporations, the conveyance of the prop- 
erty at fair market value as established by 
the appraisal and the Commissioner’s lack 
of authority under Section 45 to disallow a 
deduction truly sustained.“ 


Transfer of Property Without Consid- 
eration.—In Laster,“ the stock of corporations 
A and B was owned by the same individual. 
A owned the working interest in two leases, 
which was subject to oil payments in favor 
of B. B transferred to A its rights to the 
oil payments without consideration. Citing 
Section 45 as authority, the Commissioner 
included the fair market value of these oil 
payments ($6,000) in the gross income of B 
upon the theory that such amount should 
be allocated to B “on account of its failure to 
obtain full consideration for the oil payments.” 


The Board, however, held that an acqui- 
sition of property for nothing or for less 
than an adequate consideration does not 
ordinarily result in taxable income to the 
acquiring corporation; hence, “there was no 
income to distribute or allocate under Sec- 
tion 45.” Although the point was not di- 
rectly involved in the case, the Board indicated 
that A had “no basis” for the oil payments and 
that if and when it sold them, the entire selling 
price would represent taxable gain to A. 


The rationale of the Laster decision is not 
free from question. If, in the case of related 


4 But note that Section 24 (b) disallows a 
loss deduction on a sale of property between 
controlled corporations if either corporation is 
a domestic or foreign personal holding company, 
and, further, that the doctrine of Gregory v. 
Helvering has been applied to deny a loss de- 
duction on the sale of securities by a parent to 
its subsidiary, even though neither corporation 
was a personal holding company. (See Crown 
Cork International Corporation, footnote 37.) 

* Footnote 9. 

4 Compare Asiatic Petroleum Company, foot- 
note 3. 
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corporatiéns, the gain on property trans- 
ferred for less than fair market value® or 
the loss on property transferred at a price 
in excess of fair market value“ may be 
allocated to the transferor under Section 45, 
it would seem to follow logically that the 
gain on property transferred without any 
consideration at all“ should likewise be allo- 
cable to the transferor. The fact that the 
property in the Laster case was not sold or 
disposed of by the transferee within the 
same taxable year in which it was acquired 
does not establish any point of distinction. 
That was no barrier to allocation of the 
loss in the G. U. R. Company case,* where 
the transferee sold the property three years 
later. The Board, in the Laster case, focused 
its entire attention upon the question whether 
the transfer of property without considera- 
tion created income in the hands of the 
transferee but failed to consider the correl- 
ative question whether such a gratuitous 
transfer resulted in a diversion of income 
from the transferor. 


Business Split-ups 
Which the Commissioner 
Seeks to Consolidate 


By far the heaviest concentration of cases 
on the Section 45 battlefront occurs in this 
sector of our classification. Taxpayers won 
fifteen out of the twenty-one cases on rec- 
ord, representing a seventy-one per cent 
margin of victory. In the four cases de- 
cided in 1950, the government won two 
cases in the Tax Court but suffered re- 
versals on appeal in two other cases that it 
had previously won. 


Business split-ups follow conventional 
patterns. The most common type of split-up 
occurs when a corporation transfers some 
branch of its business operations to a part- 
nership composed ofits stockholders or to 
a single proprietorship represented by its 
sole stockholder. Sometimes stockholders, 
in their individual capacities, engage in a 
business undertaking which is within the 
scope of the business activities conducted 


4 Compare G. U. R. Company, footnote 28, and 
National Securities Corporation, footnote 39. 

47 By way of reductio ad absurdam, consider 
the facts of the Asiatic Petroleum Company case 
discussed earlier. There, the taxpayer trans- 
ferred securities worth $7,000,000 for $4,000,000 
and the gain or appreciation of $3,000,000 was 
allocated to the taxpayer. Would the result 
have been any different if the securities had 
been transferred for, say, $1,000,000 or $100,000 
or even $1? Should the result be any different 
if the securities are transferred for nothing? 

#8 Footnote 28. 
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by the corporation and which could have 
been handled just as well by the corporation.® 


Business split-ups afford fruitful oppor- 
tunities for tax minimization. In sixteen of 
the twenty-one reported cases, the split-up 
occurred in the excess profits tax years 
when escape from the heavy excess profits 
taxes imposed upon corporations furnished 
a strong incentive for the transfer of some 
part of the corporate business to unincorpo- 
rated entities such as partnerships or sole 
proprietorships. Other tax inducements are 
the avoidance of double taxes on corporate 
earnings, the diversion of income to indi- 
viduals in the lower tax brackets and the 
division of corporate income so as fully to 
absorb available excess profits credits or to 
avoid the higher corporate tax rates in the 
$25,000 to $50,000 brackets and above. 


It is futile to analyze the multitude of 
business split-up cases separately as if each 
case were unique or su generis. As previ- 
ously pointed out, these cases follow a 
stereotyped factual pattern. It is more im- 
portant to discover why the courts upheld 
the Commissioner in six of the cases and 
ruled against him in fifteen others. What 
are the factual variants in the two sets of 
cases? What criteria have the courts erected 
for sustaining the validity of a business 
split-up in one case and condemning it in 
another? These are the objectives toward 
which the analysis of the cases herein is 
directed. 

Criteria for Determining the Validity of 
a Business Split-up.—Analysis of the court 
decisions reveals that there are at least 
seven criteria for adjudging the validity of 
a business split-up. They are: 

(1) Does the split-up represent a logical, 
natural division of the corporate business 
into separable, independent, noncompet- 
ing units? 

(2) Is the new split-off entity actually 
conducting a real, active, going business or 
is it merely a “paper” setup? 

(3) Does the new split-off entity really 
earn the income which it claims as its own 
as a result of the capital and services con- 
tributed by its owners and the work and 
labor performed by its employees? 


(4) Are intercompany transactions between 
the related entities entered into for a fair 
and reasonable consideration in accordance 
with the arm’s-length standard? 

* Briggs-Killian Company, CCH Dec. 10,865, 
40 BTA 895 (1939), acq. 1940-1 CB 1. 


% ‘‘Judicial judgments, like other judgments, 
doubtless, in most cases, are worked out back- 
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(5) Is there a sound business purpose for 
the split-up of the business? 


(6) Does each business entity maintain 
separate books and records which clearly 
reflect its true net income? 


(7) Is tax avoidance the dominant mo- 
tive for the split-up ? 


Quite obviously, the above criteria are 
not all of equal weight. The first three 
criteria seem to command greater weight 
with the courts than the last four, judging 
by the emphasis and the frequency with 
which they are mentioned in the reported 
decisions. The common bond between all 
of the criteria is the quest for the answer 
to the question whether the split-up of the 
business is real or a sham—the eternal ques- 
tion of substance versus form. 


It is repeatedly said that each case turns 
on its own facts. More important than the 
establishment of one or more of the particu- 
lar facts suggested by the above criteria 
is the entire picture. The total picture is 
greater than the sum of its parts. The rea- 
soning of the courts, as a rule, cannot be 
segregated into neat, separable, airtight 
compartments like the propositions of a 
syllogism. The court is more apt to be 
impressed by the over-all factual situation 
that is presented, first reaching a final con- 
clusion and then buttressing its decision with 
legal arguments and precedents.” 


CASES WON BY THE GOVERNMENT 


Unnatural Business Split-ups.—An un- 
natural division of an established business 
into competing units casts a shadow upon the 
bona fides of the split-up. Justification for 
this view arises from the fact that it is a 
departure from normal business behavior 
for a businessman to go out of his way to 
set up competitors in business and encour- 
age such competitors to solicit his customers 
for orders with respect to the same kind of 
product that he is trying to sell. 


This rationale pervades the decision of the 
Tax Court in Advance Machinery Exchange, 
Inc. v. Commissioner." In that case, the peti- 
tioner corporation had been a dealer in used 
machinery since 1928. In 1942, three new 
entities appeared on the scene, two corpo- 
rations and an individual proprietorship 
controlled by two persons, father and son. 
Although in form there were four separate 
entities, the court found that “all [were] 
engaged in the same business, at the same 


ward from conclusions tentatively formulated.”’ 
Jerome Frank, Law and the Modern Mind, 
p. 101. 

51 Footnote 22. 
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location, using the same equipment, with the 
same employees, and to a large extent sup- 
plying the same customers.” (Italics sup- 
plied.) In addition, there were numerous 
instances of bulk purchases with subsequent 
allotment of the items purchased to the 
different entities by the two controlling 
stockholders. Collections were also re- 
ceived by the petitioner from customers, 
although the sales were recorded as having 
been made by the other entities. Upon these 
facts, the Tax Court concluded that the 
petitioner served as a “connecting link” for 
the secondhand-machinery business con- 
ducted by the four entities and that, in 
reality, there was but one taxable entity, the 
petitioner, to whom the entire income of 
the business should be attributed. 


The issue regarding the “unnatural” char- 
acter of the business split-up has been raised 
in relatively few cases, and it is difficult to 
define, in terms of precise standards, what 
constitutes an unnatural business split-up. 


During the current year, two decisions 
of the Tax Court condemning business split- 
ups as unnatural were reversed on appeal 
by two different circuit courts. 


In one case,” the wife, son and daughter 
of the controlling stockholder of a corpo- 
ration formed a partnership which engaged 
in the same business and, in fact, sold mer- 
chandise to the same customers as the 
corporation did. The Tax Court considered 
it unnatural to split up the corporate busi- 
ness into two competing entities and con- 
cluded that the business transacted by the 
partnership “was actually allotted to it... 
out of the [corporation’s] business” by the 
controlling stockholder. The circuit court, 
on the other hand, held that it was perfectly 
legitimate for the wife to organize a family 
partnership for the employment of her own 
capital and the utilization of her many years 
of knowledge and experience in the business. 


In the second case," the taxpayer corpo- 
ration was engaged for many years in the 
builders’ supply business. In 1941, the two 
controlling stockholders joined with their 
wives in forming a partnership. The cor- 
poration transferred all of its current assets 
to the partnership, retaining only its fixed 
assets which were leased to the partnership. 
The corporation discontinued its builders’ 
supply business after the formation of the 
partnership, confining its activities to the 
owning and leasing of its real estate and 
equipment. Thus far, we have described a 


52 Denning & Company v. Commissioner, foot- 
note 17. 
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conventional type of business split-up which 
was approved by the courts in at least five 
other cases.“ The Tax Court refused to 
recognize the partnership as a separate en- 
tity for tax purposes on the ground that the 
corporation’s business was “unitary in char- 
acter . . . not susceptible of any logical 
division.” The circuit court made short 
shrift of this contention by pointing out that 
the builders’ supply business “could be and 
was easily separated from the real estate 
and was thereafter conducted by the part- 
nership.” In this connection, the circuit 
court further observed: 


“It seems obvious that if petitioner’s af- 
fairs had been completely liquidated, the in- 
come in question would necessarily have 
been regarded as earned by the partnership. 
The mere fact that the parties stopped one 
step short of liquidation, i. e., kept the cor- 
poration alive for the sole purpose of holding 
title to the real estate, while selling and 
transferring the operating business itself to 
the partnership, does not, we believe, de- 
tract from the reality or substance of what 
was done or require that all the income of 
the business be taxed to the petitioner.” 


. Fictitious Entities Without Substance 
or Reality.—Formal split-ups, devoid of sub- 
stance and reality, will not stand up under 
searching judicial scrutiny. Merely going 
through the motions of creating a new 
business enterprise will not suffice. If the 
new business entity is to command recog- 
nition, it must be clothed with all the vest- 
ments of a real, active, going business—such 
as office space, telephone service, listings 
in telephone and classified directories, dis- 
play signs announcing the firm’s name and 
business, billheads and business stationery, 
employees, assets, working capital, books 
and records, etc. In the cases decided in 
the last two years, it is interesting to note 
the meticulous attention which the courts 
have paid to minute details of business prac- 
tice in weighing whether the new business 
entity is a real business or an empty shell. 


In the Advance Machinery Exchange case, 
above,” the Tax Court made detailed findings 
of the manner in which the three new entities 
conducted their respective businesses. Among 
other things, the evidence showed that the 
petitioner’s name was featured on the office 
door and window in large lettering, whereas 
the names of the other three entities ap- 
peared in rather small letters in the lower 
left-hand corner of the window. The peti- 

83 Twin Oaks Company, footnote 22. 


4 Footnote 69. 
% Footnote 22. 








tioner was a member of the Machinery 
Dealers National Association; the others 
were not members. Two of the new entities 
were not listed in the telephone book or 
classified directory as being in the machinery 
business. One of the new entities was not 
licensed by the department of licenses as a 
dealer in secondhand machinery. The social 
security returns of one of the new entities 
listed only one employee for one quarter 
and no employees for the second quarter 
and contained a statement that “this corpo- 
ration is inactive at the present time.” In 
the face of such a record, is it any wonder 
that the Tax Court refused to recognize the 
three new entities as real, separate businesses? 


In Forcum-James Company,* a corpora- 
tion and a partnership formed by its stock- 
holders entered into a joint venture with 
others to perform a construction contract. 
The partnership received $500,000 as its 
share of the joint-venture profits, and the 
Commissioner allocated this amount to the 
corporation under Section 45. In concluding 
that the work was performed and the in- 
come earned by the corporation and not by 
the partnership, the Tax Court stressed the 
following elements in the case: (1) the cor- 
poration had equipment and the partnership 
had none; (2) the corporation had 500 to 
600 employees and the partnership had no 
employees; (3) the partnership had no offi- 
ces of its own; (4) the partnership’s books 
and records were kept by the corporation’s 
employees who were paid by the corpora- 
tion; (5) the corporation paid $18,000 per 
annum to each of its four stockholder-off- 
cers for their services on the job and the 
partnership paid them nothing; and (6) the 
partnership, in its tax return, included the 
$500,000 as income but showed no deduction for 
expenses incurred in producing such income. 


In Hill, Inc." the taxpayer corporation 
operated a printing and engraving plant. In 
1942, the two stockholders of the corpora- 
tion formed a partnership to engage in the 
business of preparing and printing programs 
and certificates in connection with the Army 
and Navy “A” and “E” awards granted to 
war contractors for meritorious services. 
The partnership entered into a contract with 
the corporation whereunder the latter agreed 
to do all the printing for the former at cost 
plus ten per cent. The partnership started 
with a capital of $150, which was slightly 
more than half the amount expended in 
legal fees for drawing the partnership 





56 CCH Dec. 15,486, 7 TC 1195 (1946), remanded 
49-2 ustc { 9390, 176 F. (2d) 311 (CA-6, 1949). 

5'CCH Dec. 15,939, 9 TC 153 (1947), acq. 
1947-2 CB 2. 
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agreement and the contract with the corpo- 
ration. The partnership had no employees, 
paid no rent, had no telephone or directory 
listing and its name did not appear upon 
any door. All the advertising for the “E” 
award printing was done in the corpora- 
tion’s name. The corporation’s employees 
solicited all orders, executed them in the 
corporation’s name and collected the sales 
price. The partnership did nothing but 
maintain a record of payments received from 
the corporation and the disbursement of 
such payments. The Tax Court agreed 
with the Commissioner that the partnership 
was a mere sham and tax-avoidance device 
for siphoning off the greater part of the 
profits earned by the corporation. 

In Tilden, Inc.,* the petitioner was a 
family corporation which owned and op- 
perated citrus groves. The corporation 
leased its groves to one member of the 
family who thereupon entered into a joint 
venture with his mother, brothers and sis- 
ters for the purpose of operating the groves 
during the period of the lease. The joint 
venture paid to the corporation a rental of 
$30,000 per annum which the Tax Court 
found to be “a fair rental.” The joint ven- 
ture reported net profits of approximately 
$155,000 and $187,500 for the fiscal years 
1943 and 1944, whereas the corporation 
showed net losses of approximately $7,300 
and $186 for the two years. The Commis- 
sioner contended that the joint venture 
should be disregarded and its profits attrib- 
uted to the corporation under the provisions 
of Code Section 22(a) or 45. 


The Tax Court, agreeing with the Com- 
missioner, held that the lease-joint-ven- 
ture arrangement was not a bona-fide busi- 
ness venture, in that the stockholders of the 
corporation “never really and truly intended 
to join together for the purpose of carrying 
on a joint venture for profit.” In reaching 
this conclusion, the court stressed, inter 
alia, the following factors: The members 
of the joint venture contributed no capital 
to the venture; the joint venture distributed 
no profits other than to pay part of the in- 
come taxes of the members; the rest of the 
profits were accumulated and used to pay 
the corporation’s mortgage indebtedness; 
the groves continued to be operated by the 
same managing officer of the corporation 
and in the same manner after the lease- 
joint-venture arrangement as before; the 
sole purpose in creating the lease-joint-ven- 


58 CCH Dec. 17,554 (M), 9 TCM 219 (1950). 
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ture arrangement was to avoid the payment 
of excess profits taxes by the corporation 
and to apply the tax savings to the payment 
of its mortgage indebtedness. 


Similarly, in Oppenheim’s Inc. v. Kav- 
anaugh,” a purported assignment of a lease 
by the taxpayer corporation to its president 
and controlling stockholder in consideration 
for services was disregarded, because the 
evidence indicated that the assignment was 
colorably and principally motivated by an 
intent “to short-circuit tax liability.” The 
district court consequently sustained the 
Commissioner’s allocation under Section 45 
of the rental income under the lease to the 
corporation. 


Attribution of Income to Him Who 
Earned It.—The determination that the part- 
nership is a sham is, of course, a factual 
conclusion based upon the evidence that the 
partnership had little or no capital, no em- 
ployees, no offices, no telephone and none of 
the other paraphernalia of a real active busi- 
ness. This perforce leads to another factual 
conclusion, namely, that the sham partner- 
ship could not have earned the profits which 
it claims but that the corporate parent 
really earned the profits in question. From 
these factual premises, it is easy enough to 
come to the ultimate legal conclusion that 
the sham entity is to be disregarded and 
that the profits are to be attributed to the 
tree on which they grew.” 


This point has been singled out for em- 
phasis in four of the cases discussed above, 
although it is fairly implicit in the court’s 
reasoning in all of the cases. For example, 
in the Forcum-James case, above,” the court 
said: “From all these facts and circum- 
stances it is obvious that the $500,000 was 
not earned through any work performed by 
the partnership, but, on the contrary, it is 
clearly indicated that the work was performed 
and the income earned by the petitioner.” 


62 


In the Hill case, above,” the court stated: 


“We think that we could say appropri- 
ately here, as we did in Jud Plumbing & 
Heating Co., 5 T. C. 127, aff’d., 153 Fed. (2d) 
681, that ‘The fundamental concept of taxation 
is that income is taxable to him who earns it 
and that concept, we think, is correctly ap- 
plied by the respondent here’. There ap- 
pears to be no question that all of the in- 
come here involved flowed directly from the 


5° 50-1 ustc 9249, 90 F. Supp. 107 (DC Mich., 
1950). 


© Tucas v. Earl, 2 ustc J 496, 281 U. S. 111 
(1930). 
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efforts of petitioner and its employees in 
obtaining and executing these orders. We 
approve the action of the respondent in dis- 
regarding the alleged partnership and treat- 
ing the $47,770.40 paid over to the partner- 
ship as income earned by and taxable to 
petitioner . . . .” (Italics supplied.) 


CASES WON BY THE TAXPAYER 


Types of Business Split-ups Recognized 
by the Courts.—In most of the business split- 
up cases in which the taxpayer prevailed, you 
will not find any discussion as to whether 
the split-up represented a logical or natural 
division of the corporate business. That is 
more or less assumed from the proof that 
the split-up served a legitimate business 
purpose and the fact that the new entity 
was sparked with life and really engaged in 
independent business activities which were 
productive of income. 


In Buffalo Meter Company v. Commis- 
sioner,” the taxpayer corporation was en- 
gaged in the meter-manufacturing business 
since 1894. It operated a foundry in which 
castings were made from brass ingots and 
a machine shop in which the finishing and 
assembling were done. In 1942, the two 
stockholders of the corporation formed a 
partnership which took over the meter-man- 
ufacturing business, and the corporation 
thereafter confined itself solely to the opera- 
tion of the foundry. The Tax Court held: 


“This was in no sense an unnatural divi- 
sion. The foundry and manufacturing opera- 
tions were not inter-dependent. Either might 
have existed independently of the other.” 


In Standard Fruit Produce Company; the 
taxpayer corporation was engaged in the 
manufacture and sale of fruit, nut and choco- 
late products since 1915. In 1942, because of 
wartime shortages and rationing, the corpo- 
ration turned to the manufacture of substi- 
tutes. In 1943, the stockholders formed a 
partnership which took over the merchan- 
dising, on a cost-plus-ten-per-cent basis, 
of the chocolate substitutes manufactured 
by the corporation, and the corporation 
continued in its original business. The Tax 
Court held that this was not an “unnatural 
division” of the corporate business between 
the corporation and the partnership. 


By implication, if not explicitly, the fol- 
lowing types of business split-ups have been 


61 Footnote 56. 
® Footnote 57. 
83 Footnote 22. 
* CCH Dec. 17,159(M), 8 TCM 733 (1949). 
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recognized by the courts as logical or natu- 
ral divisions of the original corporate 
business: 


(1) Separation of selling and distributing 
operations from manufacturing operations 
whereby the partnership takes over the 
merchandising functions and the corporation 
confines itself solely to manufacturing 
operations.* 


(2) Division of manufacturing operations, 
as in the Buffalo Meter Company case, above,” 
where the corporation transferred its meter- 
manufacturing operations to a partnership 
and retained the foundry operations for itself. 


(3) Division of business according to 
kinds of products sold. In Miles-Conley 
Company," a corporation engaged in the 
fruit and vegetable business relinquished 
its vegetable business to its sole stock- 
holder. In Standard Fruit Produce Company, 
above,” the line of division was drawn be- 
tween “natural” fruit, nut and chocolate 
products manufactured and sold by the cor- 
poration and “substitute” products sold by 
the partnership. 


(4) Separation of ownership from opera- 
tion of assets whereunder the corporation 
leases its operating assets to a partnership com- 
posed of its stockholders and confines its func- 
tions thereafter to those of a landlord. There 
are six cases“ in which this kind of business 
split-up has been recognized by the courts. 


(5) Separation of commission activities 
from trading activities. In Ross v. Commis- 
sioner, the corporation engaged in the busi- 
ness of selling horses and mules at auction 
on a commission basis while a partnership 
composed of the three controlling stock- 
holders bought and sold horses and mules 
outright. 


(6) Corporate operations versus individual 
operations conducted by the stockholders. 
The cases in this group do not involve true 
corporate split-ups but rather special proj- 
ects or business ventures, carried on by the 
stockholders in their individual capacities, 
which are within the scope of the business 
activities conducted by the corporation and 
could have been handled just as well by the 
corporations." The basic question which 
these situations raise is the same, namely, 


® Seminole Flavor Company, footnote 11; 
Barq’s Bottling Company, footnote 21. 

* Footnote 22. : 

* Footnote 20. 

® Footnote 64. 

® Fair Price Stations, Inc., footnote 21; 
Wachtel Corporation, CCH Dec. 14,683(M), 4 
TCM 768 (1945); Ames Theatre Company, foot- 
note 21; Epsen Lithographers, Inc. v. O’Malley, 


whether the profits of the collateral business 
activities conducted by the stockholders in 
their individual capacities should be allocated 
to the corporation. 

Other Factors Considered by the Courts. 
—It must not be assumed for a moment that 
the courts will sustain the validity of a corpo- 
rate split-up on a mere showing that the 
split-up followed some logical or natural 
line of division. It has already been pointed 
out that the substance of the transaction 
weighs more heavily with the courts than 
the particular form in which it is cast. Is 
the new entity a live, active, income-pro- 
ducing business or nothing more than a 
shadowy simulation of the real thing?” 
There are other matters which the courts 
consider in business split-up cases, to wit: 

(1) Business Purpose.—In the Miles-Con- 
ley Company case, above, the Tax Court 
went so far as to suggest that the absence 
of a business purpose for the split-up of the 
corporate business did not justify the appli- 
cation of Section 45. It said: ™ 


“However, we know of nothing in the 
Internal Revenue Code, and no cases have 
been called to our attention which would 
justify a disregard of the existence of a sole 
proprietorship because of any lack of busi- 
ness purpose quoad the corporation. In the 
instant case we assume arguendo that the 
purpose of A. Carlisle Miles in causing the 
petitioner to relinquish its dealings in vege- 
tables and in organizing and conducting the 
business in vegetables as a sole proprietor- 
ship was not to further the best interests of 
the corporation, but to further his own best 
interests (including the minimizing of total 
taxes payable by him and his controlled 
corporation). We are unable to conclude 
that these assumed facts compel us to merge 
the actuality of the sole proprietorship into 
the fiction of the corporation for tax pur- 
poses, or to disregard A. Carlisle Miles as a 
separate taxable entity.” 


However, proof of a substantial business 
purpose tends to strengthen the taxpayer’s 
case. If nothing more, it counteracts the 
argument usually advanced by the Commis- 
sioner that the split-up of the corporate 
business is “primarily and.predominantly a 


footnote 16; Nelson Paper Company, footnote 
15; Twin Oaks Company, footnote 22. 

7 42-2 ustc $9593, 129 F. (2d) 310 (CCA-5, 
1942), rev’g CCH Dec. 11,732, 43 BTA 1155 
(1941). 

1 Briggs-Killian Company, footnote 49; Rob- 
erts, CCH Dec. 16,799(M), 8 TCM 60 (1949). 

™ See pp. 23-25. 

73 Footnote 20. 
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scheme or device for evading or avoiding 
taxes.”™ In the Seminole Flavor Company 
case, it was shown that the facilities and 
organization of the corporation were so 
inadequate that it was unable to give its 
bottlers the advertising, merchandising and 
supervisory services called for in their fran- 
chise agreements. The transfer of these 
functions to the partnership, it was urged, 
afforded the most feasible and flexible ar- 
rangement for overcoming the merchandising 
and marketing difficulties of the corpora- 
tion. In the Miles-Conley Company case, 
the split-up was justified on the ground that 
it was the common and accepted practice 
for the larger produce commission firms to 
specialize in either fruits or vegetables or 
even in certain types of fruits and vege- 
tables. In the Standard Fruit Produce Com- 
pany case,” the partnership was formed to 
handle “substitutes” under a different brand 
name so as not to injure the good will and 
reputation which the corporation had built 
up in the trade for its natural fruit, nut and 
chocolate products over a period of twenty- 
eight years. 


(2) Intercompany Dealings at Arm’s 
Length—In all of the business split-up 
cases considered here, you will find inter- 
company dealings or transactions of one 
kind or another between the several entities 
owned or controlled by the same interests. 
They may take the form of lease-rental ar- 
rangements, intercompany sales, servicing 
contracts or the sharing of office space, utili- 
ties and other facilities. If these intercom- 
pany dealings conform to the arm’s-length 
standard, strength is added to the taxpayer’s 
case.“ If they are marked by a lack of 
“fair consideration” between the parties, the 
weakness will not escape judicial notice.” 


(3) Separate Books and Records.—One 
of the prerequisites for the exercise of the 
Commissioner’s authority under Section 45 
is a determination by him that such action 
is necessary in order “to prevent evasion 
of taxes or clearly to reflect income.” ™ The 
clear reflection of income is best attained by 
maintaining separate books of account and 
records for each entity. It is highly desir- 
able that the separation of the several busi- 
ness units be implemented on the functional 
level as well as the bookkeeping level—no 
comingling of funds, separate sales, separate 


™ Seminole Flavor Company, footnote 11. 

™ Footnote 64. 

% Seminole Flavor Company, footnote 11; 
Barq’s Bottling Company, footnote 21; Stand- 
ard Fruit Produce Company, footnote 64. 

™ Hill, Inc., footnote 57. 
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purchases, separate collections of accounts, 
separate letterheads, separate billheads, sep- 
arate offices, separate telephones, separate 
employees and so on. The sharper the line 
of separation between the several entities, 
the better, The very minimum is the main- 
tenance of separate books and records by 
each entity so as clearly to reflect its in- 
come. In every one of the decided cases 
in which the validity of the business split- 
up was sustained, the court made a specific 
finding that separate books were kept clearly 
reflecting the income of each entity. The 
failure to keep clear, correct and separate 
records is a fatal lapse, as the case of Dun- 
can, ™ demonstrates. 


(4) The Factor of Time—One of the 
significant facts in Ross v. Commissioner™ 
is that the corporation and the partnership, 
composed of its stockholders, were formed 
at approximately the same time and that 
no part of the business of the corporation 
was relinquished to its stockholders.™ 


Although this favorable circumstance is 
not present in most of the business split-up 
cases, considerable advantage may be gained 
by bringing out clearly that the split-off 
partnership is not an ephemeral device but 
a substantial business actively carried on 
for a number of years and still in existence. 
In Fair Price Stations, Inc., v. Commis- 
sioner,” the Tax Court stated: 


“This case is far removed from that of a 
corporation, or other entity, organized for 
some temporary purpose ‘having no relation 
to business’, and immediately put to death 
when the temporary object is attained. 
Gregory v. Helvering, 293 U. S. 465, relied 
on by the respondent. We see here a part- 
nership, still after several years, in existence, 
and still carrying on actively the business 
for which it was created; that is, operating 
some eight gasoline filling stations in sev- 
eral cities. In the face of that fact alone, 
it is not easy to arrive at any conclusion 
that there is no business purpose. We are 
affected here more by what has actually 
happened than by the perhaps mixed mo- 
tives for setting up the partnership. The 
history is more important than the original 
plan. Regardless of tax motives entering 
into consideration in the beginning, this 
partnership has in fact transacted business, 
on no small scale.” 

78 See p. 14. 

7 CCH Dec. 16,181(M), 6 TCM 1292 (1947). 

%® Footnote 70. 

81 This fact was commented on in Miles-Conley 
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(5) Freedom of Choice as to Form of 
Organization.—It has been said repeatedly 
that “the tax laws do not undertake to deny 
taxpayers the right of free choice in the 
selecton of the form in which they carry on 
business.” ™ Frequently, only lip service 
is paid to this principle. The decision of 
the Court of Appeals for the Ninth Circuit 
this year in Twin Oaks Company. serves 
as a reminder that the principle still retains 
vitality. It was said by the court: 


“Tt is, as the Tax Court observed, well 
settled that a taxpayer is free to adopt such 
legal organization for the conduct of his 
affairs as he may choose; he may convert 
from the corporate method to the partner- 
ship method of doing business and, though 
his motive in so doing be to reduce taxes, 
the conversion must be accorded recognition 
unless it is such a sham, such a change in 
form only without substance, as to require 
it to be disregarded for-tax purposes. : 
It seems clear to us, however, that the Tax 
Court, in its characterization of the change 
in business structure involved in the instant 
case as a sham and a mere form without 
substance, has, in effect denied the tax- 
payers the legal right to conduct their busi- 
ness affairs through a medium of their own 
choice.” 


(6) Tax Motivation.—Corporate split-ups, 
like many other business transactions, are 
frequently prompted by mixed motives. If 
the evidence establishes that the new part- 
nership formed by the stockholders is not 
a sham and unreal but is actually conduct- 
ing real business operations with a clear 
line of demarcation between its affairs and 
those of the corporation, the courts are in- 
clined to view the presence of tax motiva- 
tion with a great deal of practical realism 
and tolerance. In Wachtel Corporation™ 
the court said: 


“We know of no law which prevents 
stockholders of a corporation from chang- 
ing the operation of a business by a corpo- 
ration to operation by a partnership. That 
is frequently done; and if the purposé is to 
avoid burdensome corporate taxes, it is not, 
by reason of that fact alone, invalid.” 


In Seminole Flavor Company,* the court 
stated: 


“We do not mean to say that taxes were 
not considered in the new set-up. Un- 
doubedly they were, for taxes occupy a 


8% Buffalo Meter Company, footnote 22; Stand- 
ard Fruit Produce Company, footnote 64. 
* Footnote 22. 
% Footnote 69. 
% Footnote 11. 


28 January, 1951 e TAX ES—The Tax Magazine 


prominent place in the operation of any 
business. But recognition of this inevitable 
fact is not the equivalent of saying, or hold- 
ing, that this partnership was primarily or 
predominantly a scheme or device for evad- 
ing or avoiding income taxes. . . . To say 
that the predominant purpose of a business 
enterprise so conceived and created was tax 
evasion places an undue emphasis upon inci- 
dental results that is entirely foreign to 
the stated purpose of Congress in enact- 
ing section 45.” 


(7) Section 45 Does Not Authorize Con- 
solidation.— We have seen that where a 
partnership is held to be a sham and, there- 
fore, is not recognized as a separate entity 
for tax purposes, its entire profits are attrib- 
uted to the corporation from which it was 
begotten.” In practical effect, if not in legal 
contemplation, the Commissioner has achieved 
the same result that would have been pro- 
duced by a consolidation of the net income 
of the two businesses. 


On the other hand, where the court recog- 
nizes the partnership as a valid separate 
entity, the Commissioner cannot, under 
Section 45, allocate the entire profits of the 
partnership to the corporation, because that 
would produce a result equivalent to “con- 
solidation.” After pointing out that Section 
45 permits the Commissioner “to distribute, 
apportion or allocate” but specifically does 
not authorize him to “combine” the net in- 
comes of two separate enterprises and after 
citing the Commissioner’s Regulations ® to 
the same effect, the court held that the 
Commissioner’s action produced “a result 
equivalent to a computation of consolidated 
net income under section 141,” ® contrary to 
the provisions of Section 45. 


The recognition of the partnership as a 
real, separate entity, however, will not pre- 
vent the Commissioner from reallocating, 
under Section 45, any items of gross income, 
deductions or credits improperly shifted 
from the corporation to the partnership or 
vice versa. 


(8) Facts v. Suppositions—Another argu- 
ment advanced by the Commissioner in the 
Seminole Flavor Company case was “that the 
petitioner [corporation] could as well have 
done all the things which the partnership 
did and reaped all of the earnings of the 
related enterprises. Since the petitioner 
could have had the earnings, the Commis- 


87 See pp. 23-25. 

8 Footnote 19. 

8% Seminole Flavor Company, footnote 11; 
Barq’s Bottling Company, footnote 21. 
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sioner would make it so by exercising the 
authority conferred by section 45.” 


The obvious answer to this argument is 
that the “petitioner did not do this.” Re- 
peating what it had said earlier in the Kop- 
pers Company case,” the Tax Court con- 
cluded that effect should be given to the 
“realities of the situation,” that is to say, 
to what was done rather than to what could 
or might have been done in some other 
assumed situation. 


In conclusion, it is to be borne in mind 
that all these legal points possess vitality 
where the evidence establishes that the new 
partnership is a real, active business entity. 
The keeping of separate books and records 
will not save a partnership which is deemed 
to be a sham. The right of free choice of 
the form of business organization becomes 
a meaningless shibboleth when applied to a 
partnership without substance or reality. In 
such a case, the lack of an apparent busi- 
ness purpose and the dominant concern with 
tax avoidance are cited as additional rea- 
sons for not recognizing the new partner- 
ship as a real, separate business entity for 
tax purposes. 


Consolidations 
of Separate Businesses 
Which Taxpayer Seeks to Effect 


In the four cases analyzed below, the gov- 
ernment won three, and the taxpayer, one. 


The three cases in which the government 
was successful involved contractual arrange- 
ments whereunder subsidiaries turned over 
substantially all of their profits to the parent 
company, with the latter absorbing the 
losses sustained by the subsidiaries. In all 


of these cases, the taxpayers were denied 


the right to combine or consolidate the 
operating results of the several corporate 
businesses on one or more of the fol- 
lowing grounds: 


(1) Separate corporate entities are not to 
be disregarded for tax purposes; 


(2) The subsidiaries were not true 
“agents” of the parent corporation; 


(3) Profits should be taxed to the cor- 
poration which earns them; 


(4) The contractual arrangements be- 
tween the corporations were not made at 
arm’s length. 


* Footnote 25. 


The lone case won by the taxpayer is a 
unique case, rarely cited, and of dubious 
value as a precedent today, 


CASES WON BY THE GOVERNMENT 


In Maine Central Transportation Company,” 
a railroad required its subsidiary, a motor 
carrier, to pay over all profits in excess of 
$500 from the operation of its motor lines. 
The Board sustained the Commissioner’s 
disallowance of such payments as a deduc- 
tion to the subsidiary on two grounds: first, 
the payments were not ordinary and neces- 
sary business expenses of the subsidiary; 
second, the Commissioner’s action “seems 
entirely proper under Section 45” in order 
clearly to reflect the income of the subsid- 
iary and its parent. The Board stated: 

“The terms of the contract were 
not agreed to by the parties with adverse 
interests dealing at arm’s length but were 
just what Railroad wanted them to be. The 
record does not show that the payments 
were necessary to the operation of the busi- 
ness of the petitioner or that they were 
reasonable compensation to Railroad for serv- 
ices rendered to petitioner. The con- 
tract appears to be merely a means adopted 
by Railroad to secure distribution to it of 
profits of the petitioner. These profits were 
earned by the petitioner. They were not 
earned by Railroad. Railroad could not re- 
lieve the petitioner from tax by merely tak- 
ing over the earnings of the petitioner.” 
(Italics supplied.) 


With respect to its terminal, traffic and 
ticket-office facilities which the railroad per- 
mitted the subsidiary to use without cost, 
the Board intimated that if the subsidiary 
had paid “reasonable compensation” to the 
railroad for the use of such facilities, it would 
have been entitled to a deduction therefor. 


In Interstate Transit Lines v. Commis- 
sioner,” a similar result was reached without 
recourse to Section 45, There, the taxpayer 
operated an interstate bus line between IIli- 
nois and California. Prevented by California 
law from engaging in intrastate business 
in that state, the taxpayer organized a sub- 
sidiary to handle such business. By contract, 
the parent was to receive all of the profits 
and pay all of the operating deficits of the 
subsidiary. On these facts, the Supreme 
Court (with three dissents) held that the 
businesses of the two corporations were 
separate and distinct and, consequently, the 
operating deficit of the subsidiary, arising 


92 43-1 ustc {| 9486, 319 U. S. 590 (1943), aff’g 


"CCH Dec. 11,255, 42 BTA 350 (1940), re- 
manded, pursuant*to stipulation, CCA-1, Janu- 
ary 5, 1943. 


Section 45 


42-2 ustc { 9618, 130 F. (2d) 136 (CCA-8, 1942), 
which aff’d CCH Dec. 11,883, 44 BTA 957 (1941). 


29 











from intrastate activities, could not be de- 
ducted by the parent as an expense of its 
business. 


In National Carbide Corporation et al. v. 
Commissioner,* Air Reduction Corporation 
(sometimes referred to as “Airco”) had four 
operating subsidiaries. Each subsidiary 
operated under a contract with the parent 
company to act as the parent’s agent in 
managing, operating and selling the products 
from the plants turned over to it by the 
parent. In effect, each subsidiary operated 
as an incorporated branch or division of the 
parent company, with the latter supplying 
all the working capital, executive manage- 
ment and office facilities needed by the sub- 
sidiary. Under the terms of the contract, 
each subsidiary was required to turn over to 
the parent all its profits except for a six 
per cent return on its outstanding capital 
stock which was nominal in amount. The 
parent company included the profits and 
losses of the subsidiaries in its own return, 
thus, in effect, reporting its net income and 
that of its subsidiaries on a consolidated 
basis.“ Although these contractual arrange- 
ments between the parent and its subsid- 
iaries obtained during the years 1935, 1936 and 
1937, the Commissioner did not disturb their 
method of reporting income for those years. 


The Commissioner first challenged the 
setup for the year 1938. In that year, three 
of the subsidiaries showed net profits of over 
four million dollars, and the fourth sub- 
sidiary, a net loss of approximately $90,000. 
The Commissioner assessed additional taxes 
of over a million dollars against the three 
profitable subsidiaries on the ground that 
the profits paid over to the parent were 
taxable to each subsidiary as a separate 
corporate entity. The Commissioner allo- 
cated to the subsidiaries, under Section 45, 
approximately $400,000 of expenses paid or 
accrued by the parent company which were 
attributable to the operations of the sub- 
sidiaries. 


The Tax Court (with three judges dis- 
senting) overruled the Commissioner, hold- 
ing that the subsidiaries were the “corporate 
agents” of the parent company, that the 
profits of the subsidiaries (in excess of the 
six per cent return on their capital stock) 
belonged to the parent company as “prin- 
cipal” and that such profits were, therefore, 
not taxable to the subsidiaries. In reaching 
this determination, the Tax Court relied on 


an old Supreme Court decision, Southern 
Pacific Company v. Lowe;* rendered in 1918. 


In the Southern Pacific case, the Supreme 
Court treated income earned by a wholly 
owned subsidiary before March 1, 1913, the 
effective date of the Income Tax Act of 
1913, as having accrued to its parent prior 
to that date despite the fact that the actual 
transfer of funds by declaration of dividends 
occutred subsequent thereto. In the course 
of its opinion, the Supreme Court, referring 
to the complete ownership and control of 
the subsidiary by the parent, characterized 
the subsidiary as the “agent” of the parent 
corporation, The Tax Court thought that 
this description applied to the relationship 
existing between Airco and its four sub- 
sidiaries in the instant case. 


The Circuit Court of Appeals for the 
Second Circuit reversed the Tax Court’s 
decision, holding that where subsidiaries are 
organized and used for business reasons, their 
corporate entities may not be disregarded for 
tax purposes. With reference to. Southern 
Pacific Company v. Lowe, the court declared 
that it was “no longer controlling” in the 
light of later decisions by the Supreme Court. 


The Supreme Court, affirming the decision 
of the circuit court, dismissed the taxpayers’ 
contention that the Southern Pacific case 
rested upon any principle of agency. It was 
pointed out that the subsidiary was not re- 
ferred to as an “agent” of the parent “in 
the usual or technical sense.” The close 
relationship between the corporations, be- 
cause of the complete ownership and contro) 
of one by the other, was said to be the 
basis for the result seached in the Southern 
Pacific case. 


It was further pointed out that subsequent 
decisions of the Supreme Court overruled 
the holding in the Southern Pacific case that 
complete ownership and control of a sub- 
sidiary by its parent are a basis for disre- 
garding the separate entity of the. subsidiary 
for tax purposes. The Supreme Court stated: 


“That basis has been repudiated by sub- 
sequent decisions of this Court. Whatever 
the vitality of Southern Pacific Co. v. Lowe 
on its special facts, we have held that a 
corporation formed or operated for business 
purposes must share the tax burden despite 
substantial identity, in practical operation, 
with its owner. Complete ownership of the 
corporation, and the control primarily de- 
pendent upon such ownership—the im- 





349-1 ustc f 9223, 336 U. S. 422 (1949), aff’g 


48-1 ustc {| 9229, 167 F. (2d) 304 (CCA-2, 1948), 
rev’g CCH Dec. 15,681, 8 TC 594 (1947). 
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™ Under the Revenue Act of 1934, affiliated 


corporations were not permitted to file con- 


solidated returns. 
% 1 ustc J 19, 247 U. S. 330 (1918). 
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portant ingredients of the Southern Pacific 
case—are no longer of significance in de- 
termining taxability [cases cited *].” 


The Supreme Court delineated some of the 
relevant tests determinative of a true agency 
relationship, namely, whether the corpora- 
tion operates in the name and for the account 
of the principal, whether it binds the princi- 
pal by its actions, whether it transmits 
money to the principal and whether the 
receipt of income is attributable to the serv- 
ices of employees of the principal and to 
assets belonging to the principal. The Court 
concluded that no real agency existed be- 
tween Airco and its subsidiaries because 
their relationship depended solely upon 
stock ownership and control. It was said by 
the Court: 


“The fact that petitioners [subsidiaries] 
were required by contract to turn over the 
money received by them to Airco, after de- 
ducting expenses and nominal profits, is no 
sure indication that they were mere collec- 
tion agents. Such an agreement is entirely 
consistent with the corporation-sole stock- 
holder relationship whether or not any agency 
exists, and with other relationships as well.” 
(Italics supplied.) 


Perhaps the most striking passage in the 
Supreme Court’s opinion is the penultimate 
paragraph thereof. Therein the Court raised 
the vital question whether the subsidiaries 
would have entered into the same kind of a 
contract with strangers as they did with 
Airco. While Section 45 is not specifically 
mentioned, the arm’s-length standard, which 
is the heart of Section 45, is clearly indi- 
cated, The Court said in part: 


“The same fallacy is apparent in the con- 
tention that petitioners are agents of Airco. 
Chey claim that they should be taxable on 
net income aggregating only $1,350, despite 
the fact that during the tax year (1938) they 
ywned assets worth nearly 20 million dollars, 
had net sales of approximately 22 million 
dollars, and earned nearly four and one-half 
million dollars, net. Their employees num- 
ber in the thousands. . . . The entire earn- 
ings of petitioners, except for trifling amounts, 
are turned over to Airco not because the latter 
could command this income if petitioners were 


% Moline Properties, Inc. v. Commissioner, 43-1 
ustc { 9464, 319 U. S. 436 (1943); Burnet v. 
Commonwealth Improvement Company, 3 vustc 
{ 1009, 287 U. S. 415 (1932). 

% 36-2 ustc f 9397, 84 F. (2d) 772 (CCA-3, 1936), 
rev’g CCH Dec. 8737, 31 BTA 361 (1934). 

* In all other cases where the taxpayer was 
the moving party in seeking relief under Section 
45, he uniformly lost out, generally because he 
attempted to make a partial consolidation of 


Section 45 





owned by third persons, but because it owns, 
and thus completely dominates the subsidi- 
aries.” (Italics supplied.) 


CASES WON BY THE TAXPAYER 


Autocar Company v. Commissioner™ is 
unique in that it is the only case in which 
the taxpayer was the successful moving party 
in seeking to avail itself of the provisions 
of Section 45.* In all other cases discussed 
in this paper, it was always the Commis- 
sioner who invoked the application of Sec- 
tion 45, with the taxpayer resisting such 
action. 


The Autocar. Company was engaged in the 
manufacture and sale of automobile trucks. 
It had four wholly owned subsidiaries which 
operated as selling agencies. The parent 
company sold practically its entire output 
to the subsidiaries who, in turn, sold the 
trucks to the public. The parent company 
billed the trucks to the subsidiaries at an 
arbitrary “list price” which was often more 
than the actual selling price to the ultimate 
buyer. The corporations filed consolidated 
tax returns showing a consolidated net loss 
for 1926 and consolidated net profits for 
1927 and 1928. 


In order to avail itself of the net loss 
carry-over from 1926 to 1928, the parent 
company contended that the income or loss 
of each of the subsidiaries should be redeter- 
mined by eliminating intercompany sales, 
since such sales were not arm’s-length 
transactions and the prices fixed were arbi- 
trary in amount and resulted in a distortion 
of the true net income of the members of 
the consolidated group. The Board of Tax 
Appeals (with four members dissenting) re- 
jected the taxpayer’s contentions; however, 
the Circuit Court of Appeals for the Third 
Circuit reversed the Board, stating that the 
dissenting opinion of the Board presented 
its view. The dissenting opinion had said: 
“T think this is clearly a case where Section 
45 of the Revenue Act of 1928 arfd Section 
240(f) of the Revenue Act of 1926 should 
be applied . . .. I think the income for 
1926 and 1927 should be determined after 
consolidation of accounts, and for 1928 in 
accordance with Section 45.” 


accounts or failed to sustain his burden of proof. 
A few of the cases in point are: Remco Steam- 
ship Company, footnote 3; Connery Coal & In- 
vestment Company v. Commissioner, 36-2 ustc 
| 9370, 84 F. (2d) 485 (CCA-7, 1936); Roessler & 
Hasslacher Chemical Company, CCH Dec. 7489, 
26 BTA 915 (1932); Word Specialty Manufac- 


turing Corporation, CCH Dec. 9469, 34 BTA 974 
(1936). 
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While the Autocar decision indicates that 
the provisions of Section 45 may be invoked 
by and for the benefit of the taxpayer, its 
authoritative force today is subject to seri- 
ous question. For one matter, substantially 
the same results could have been attained 
in that case by the application of Section 
240(f) of the 1926 act to the taxable years 
1926 and 1927 without the necessity of ap- 
plying Section 45 to 1928. Secondly, Section 
240(f) of the 1926 act was drastically modi- 
fied by Section 45 of the 1928 act by the 
elimination from the former section of the 
language that “the Commissioner may and 
at the request of the taxpayer shall, if neces- 
sary . . . consolidate the accounts of such 
related trades or businesses.” (Italics sup- 
plied.) Finally, the Treasury Regulations 
categorically state: “Section 45 grants no 
right to a controlled taxpayer to apply its 
provisions, nor does it grant any right to 
compel the Commissioner to apply such 
provisions.” ” 


Allocation of Income 
Between Related Taxpayers 


In this group of four cases—three won 
by the government and one by the taxpayer 
—situations are presented where the Com- 
missioner charges that intercompany trans- 
actions have been so arranged that income 
has been diverted from one controlled cor- 
poration to another. The situations do not 
fall within the factual patterns of the three 
classes of cases previously considered. 


The basic issue in this line of cases is: 
Which of the related taxpayers really earned 
the disputed income? The court’s decision 
turns upon the answer to this question as 
revealed by the evidence, 


A number of principles may be generalized 
from this set of cases: 


(1) The guiding principle is that the in- 
come is taxable to the corporation which 
really earned it. 


(2) Joint operations undertaken by re- 
lated corporations should be conducted on a 
definite and ascertainable basis which is fair 
and businesslike in the light of all the sur- 
rounding facts and circumstances. 


(3) Transactions between related corpo- 
rations will not run afoul of Section 45, if 
the corporations deal with each other at 
arm’s length, even though the transactions 
were arranged with an eye to tax minimization. 


CASES WON BY THE GOVERNMENT 


Gordon Can Company™ furnishes a good 
illustration of the artificial exercise of con- 
trol over two corporations to divert income 
from one corporation to the other. 


Gordon and his wife owned all of the 
capital stock of Gordon Can Company and 
Wallace Realty Company. The can company 
was engaged in-the manufacture and sale of 
tin cans. In order to conceal from customers 
the true profits earned by the can company, 
the practice was adopted of having the 
supplier bill the tin plate purchased by the 
can company at prices in excess of actual cost 
and then of having the supplier refund to 
the realty company the difference between 
the billed price and the actual price under the 
guise of “commissions.” 


The Commissioner redetermined the in- 
come of the can company “by reducing pur- 
chases to actual cost through elimination of 
the excess cost transferred to the Wallace 
Realty Co.” (Italics supplied.) The Board 
sustained the Commissioner’s action al- 
though it was not based on Section 45. It said: 


““While the respondent does not base his 
action upon the provisions of Section 45 of 
the Revenue Act of 1928, it may be assumed 
that the adjustment was made in order that 
the real income of the petitioner might be 
clearly reflected.” 


This case has an interesting subsequent 
history in relation to the individual tax lia- 
bility of Mr. Gordon. Not content with the 
shifting of the income of the can company to 
the realty company through the price 
manipulations described above, Gordon re- 
sorted to another “tax-saving” device. 
When the realty company was organized 
in 1924, Gordon and his wife each owned 
fifty per cent of the stock of that corpora- 
tion. In 1925, he transferred sufficient shares 
to his wife to reduce his stock ownership in 
the realty company to five per cent and to 
increase that of his wife to ninety-five per 
cent. At the same time, Gordon owned 
eighty per cent of the stock of the can com- 
pany, and his wife, twenty per cent. The 
change in stock ownership was apparently 
induced by the fact that Gordon was in a 
higher tax bracket than his wife. 


In 1928, the realty company paid a divi- 
dend of $40,000, of which five per cent, or 
$2,000, was received by Gordon. The Com- 
missioner contended that, in substance, this 
dividend was paid out of the earnings of 
the can company which were “shifted” to 
the realty company and that, therefore, the 
dividend distributed by the realty company 





*® Footnote 19. 





10 Footnote 18. 
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should be treated as a constructive dividend 
payment by the can company. As a result, 
the Commissioner claimed that Gordon was 
taxable not.on the $2,000 actually received 
from the realty company but on the $32,000 
(eighty per cent of $40,000) which he would 
have received had the can company dis- 
tributed the dividend in question. The Tax 
Board refused to uphold this theory of the 
Commissioner on the ground that Gordon 
had actually received in 1928 only the $2,000 
in dividends which he reported in his tax 
return for that year.™ 


In 1930, the realty company paid another 
dividend of $20,000, of which five per cent, 
or $1,000, was received by Gordon. The 
Commissioner again took the same position 
with respect to this dividend, namely, that 
eighty per cent thereof, or $16,000, was 
taxable to Gordon. The Tax Board again 
overruled the Commissioner.”? However, 
the Circuit Court of Appeals for the Eighth 
Circuit, in a vigorous opinion, reversed the 
Board’s decision,™ characterizing the situa- 
tion as one of those “anticipatory arrange- 
ments” referred to by Mr. Justice Holmes 
in Lucas v. Earl *™* whereby “the fruits are at- 
tributed to a different tree from that on which 
they grew.” The circuit court said in part: 


“The Government cannot be controlled by 
the manipulations of the taxpayer’s accounts, 
nor by the shifting of funds from one per- 
sonally dominated corporation to another, in 
the enforcement of the tax laws. It is the 
Commissioner’s duty to look through forms 
to substance and to assess the earnings of 
corporations to their shareholders in the 
years such earnings are distributed.” 


The Gordon Can Company case, together 
with the companion cases of its controlling 
stockholder, reveal to a striking degree the 
interplay between general principles of tax 
law (for example, substance versus form, taxa- 
tion of earnings to him who earns them, etc.) 
and the allocation provisions of Section 45. 


In Birmingham Ice & Cold Storage Com- 
pany v. Davis,” two corporations, each 
owning an ice plant, were controlled by the 
same interests and had the same officers. 
There was not enough business to keep both 
plants going at full capacity, but at peak 
seasons both were needed. The plant of 


Corporation B was better located and more 
modern than that of Corporation R and had 
to be operated at all times for cold storage 
purposes, It was claimed that a joint venture 
was entered into between the two corpora- 
tions to develop a more efficient and eco- 
nomical method of operation. This was 
accomplished by concentrating production in 
B’s plant and shutting down R’s plant except 
at the peak of the season. To compensate 
R for its loss of business under this arrange- 
ment, $26,000 of B’s profits were allocated 
to R at the end of the year in accordance 
with a determination made by the chairman 
of the board of the two corporations on an 
arbitrary basis. ~The Commissioner reallo- 
cated the $26,000 to B under Section 45 and 
was sustained by the Circuit Court of Ap- 
peals for the Fifth Circuit, which held that 
such reallocation “was well within the au- 
thority conferred by the act and may not 
be disturbed.” The court pointed out that 
B had failed to prove any fixed or definite 
plan for joint operation or distribution of 
profits. Moreover, B could not earn income 
and then at the end of the year escape pay- 
ing taxes thereon by simply allocating part 
of the income to R. 


In Smith, Inc.3% the petitioner corporation 
was formed to perpetuate certain rights 
under a Coca-Cola franchise which, if held 
by an individual, would lapse upon his death. 
Under a contract entered into with a “parent 
bottler under the Coca-Cola Company,” the 
petitioner was granted the right to purchase 
all the syrup it needed at $1.30 per gallon. 
Mr. Smith, petitioner’s president and con- 
trolling stockholder, individually owned and 
operated four bottling companies engaged in 
the business of bottling Coca-Cola for sale. 
Petitioner then entered into a “Sub-Bottler’s 
Contract” with Smith, transferring to him 
all its rights under its main contract with 
the “parent bottler,” in consideration of 
which Smith agreed “to buy of or through” 
petitioner all the syrup that he required for 
his bottling companies at $1.50 per gallon. 
However, Smith by-passed the petitioner 
completely by ordering his syrup directly 
from the “parent bottler” and paying the 
latter $1.30 per gallon. For the years 1934 
through 1941, the Commissioner allocated to 
petitioner, as royalty income, an amount 
equal to twenty cents per gallon on all the 





101 Gordon, CCH Dec. 8277, 29 BTA 275 (1933), 
acq. XIII-1 CB 7. This case was decided at the 
same time that the Gordon Can Company case 
was decided (see footnote 18). 

102 Gordon, CCH Dec. 9217-P (1936). 

103 Helvering v. Gordon, 37-1 ustc { 9088, 87 
F. (2d) 663 (CCA-8, 1937), rev’g CCH Dec. 
9217-P (1936). 


Section 45 


104 Footnote 60. 

10 40-1 usrc § 9485, 112 F. (2d) 453 (CCA-5, 
1940), aff'g DC Ala., unreported decision. 

16 CCH Dec. 15,690, 8 TC 660 (1947), aff'd 
49-1 ustc { 9196, 173 F. (2d) 224 (CA-6, 1949), 
cert. den. 337 U. S. 918 (1949). 











syrup used by Smith in his personally owned 
bottling companies. The Tax Court sus- 
tained the Commissioner’s allocation under 
Section 45, declaring that “it was not Smith’s 
income, but that of petitioner, to which it 
was entitled under the plain terms of its 
contract with Smith.” 


As a collateral consequence of the fore- 
going allocation of royalty income to peti- 
tioner, the corporation was held to be a 
personal holding company; however, it es- 
caped the personal holding company tax as a 
result of the court’s futher holding that a 
constructive dividend resulted from the re- 
tention of the royalt:: income by its con- 
trolling stockholder, for which the corporation 
was entitled to a dividends-paid credit. 


CASE WON BY THE TAXPAYER 


In Koppers Company, a subsidiary, which 
it was proposed to liquidate, had a large 
bond issue outstanding which was selling for 
less than face value. The subsidiary had 
neither the funds nor the credit to buy in 
these bonds. The parent corporation bor- 
rowed money, partly from banks and partly 
from the subsidiary, and bought most of the 
subsidiary’s outstanding bonds in the open 
market at a discount of approximately 
$238,000. Thereafter, according to the provi- 
sions of the bond indenture, the subsidiary 
redeemed the bonds at 102 plus accrued 
interest. The parent company reported a 
profit of over half a million dollars on 
this transaction, but paid no taxes there- 
on because it had other offsetting losses in a 
larger amount. The Commissioner, without 
citing any authority therefor, allocated the 
discount of $238,000 on the bonds purchased 
by the parent company as a profit taxable 
to the subsidiary. However, in the brief 
which he subsequently filed, the Commis- 
sioner took the position that the transaction 
constituted a “shifting of profits” to a con- 
trolled corporation, comparable to the situa- 
tion presented in the Asiatic Petroleum 
Company case, and that Section 45 was 
therefore applicable. The Tax Court dis- 
agreed with the Commissioner. Distinguish- 
ing the Asiatic Petroleum case, the court held 
that the parent company’s dealings in the 
bonds of its subsidiary constituted an arm’s- 
length transaction. In this connection, the 
court said: 


“Here the character of the deal is not 
unusual and could as probably have occurred 
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19 Seminole Flavor Company, 
Wachtel Corporation, footnote 69. 
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with a stranger. It is true that the taxpayer 
here was a controlled corporation. Nothing, 
however, was taken from it or conveyed to 
it over and above what would have passed 
between petitioner and an uncontrolled cor- 
poration in a similar transaction.” (Italics 
supplied.) 

On brief, government counsel advanced 
the argument that the parent corporation, 
after borrowing the necessary funds, could 
have loaned these funds to the subsidiary 
to enable it to buy up the bonds at a dis- 
count and make the profit thereon. Dis- 
missing the argument as naive, the Tax 
Court delivered a trenchant dictum which 
has been frequently quoted in other Section 
45 cases.” It was said by Judge Leech: 


“The answer, however to this argument is 
that petitioner did not do this. It was free 
to and did use its funds for its own purposes. 
It was under no obligation to so arrange 
its affairs and those of its subsidiary as to 
result in a maximum tax burden. On the 
other hand, it had a clear right by such a 
real transaction to reduce that burden.” 


Allocation of Expenses 
Between Related Taxpayers 


In this final category of our classification, 
eight cases ” are analyzed, The government 
won only one case outright. The taxpayer 
scored complete victories in three of the 
cases. With respect to the remaining four 
cases, the Commissioner’s allocations of ex- 
penses were only partially sustained by the 
courts. As a rough approximation, it is 
estimated that the government and the tax- 
payer were each successful to the extent of 1%4 
and 234 parts, respectively, in these four cases. 


Conclusions Drawn from Cases 


The following principles may be fairly in- 
ferred from this line of cases: 


(1) Where two or more related taxpayers 
share joint office space and facilities, have 
employees in common rendering services to 
each or carry on joint activities, they must 
share the expenses on a fair, reasonable and 
determinable basis. 


(2) Expenses incurred for the exclusive 
benefit of a particular taxpayer should be 
borne by that taxpayer without apportioning 
any part thereof to the related taxpayers. 


110 A ninth case, Miles-Conley Company, is dis- 
cussed above but is not included in the scoring 
for this group of cases, because it is primarily 
a business split-up type of case with a collateral 
question relative to officers’ salaries. 
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(3) Expenses incurred for the benefit of 
two or more related taxpayers should be ap- 
portioned between them on a fair and rea- 
sonable basis approximately in proportion 
to the benefits enuring to the respective 
taxpayers. 


(4) Estimates are acceptable provided 
they are arrived at by the employment of a 
reasonable allocation formula. For example, 
rent may be apportioned according to the 
space occupied by the several taxpayers; 
overhead expenses, according to the sales 
volume of the respective taxpayers; and 
officers’ salaries, according to the time de- 
voted to the respective taxpayers. 


(5) It has been held in one case where 
a corporation permitted its affiliate to use 
equipment without rental charge that the 
Commissioner may not allocate rental in- 
come to the corporation owning such equip- 
ment. However, too much confidence should 
not be reposed in this decision as it involved 
a peculiar set of facts. There is no doubt 
that the Commissioner may, under Section 
45, increase an inadequate rental charged by 
one related corporation to another. Further- 
more, a depreciation deduction may be dis- 
allowed to a corporation which permits an 
affiliate to use its equipment without any 
rental charge. 


(6) In business split-up cases, it should 
be borne in mind that compensation paid 
to the officers of a corporation may be re- 
duced if such officers devote part of their 
time to the affairs of the new business 
entity that was created. 


(7) Finally, it is to be noted that the 
burden of proof is upon the taxpayer to 
establish the fairness and reasonableness of 
the expense allocation. The courts do not 
hesitate to set aside the Commissioner’s al- 
location, provided the taxpayer proves that 
the Commissioner’s allocation is arbitrary 
and excessive and that his own allocation is 
fair and reasonable. 


Rent Expense 


In Welworth Realty Company,™ the tax- 
payer owned two buildings, most of the 
space of which was rented to the parent 
corporation, a dress manufacturer. The two 
corporations followed the practice of ac- 
cruing the rent on their respective books at 
the rate of $24,000 a year. At the end of 
the year, however, they would adjust the 
accrued rent, basing the adjustment on the 
earnings or losses of the parent corporation 
for the particular year without any regard 


111 Footnote 12. 
12 Footnote 7. 
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to actual fair rentals. For the year 1935, the 
taxpayer charged its parent corporation with 
an accrued rental of $18,000 for one of the 
buildings and $6,000 for the other building. 
At the end of the year, it cut the accrued 
rental charges on each of the buildings 
exactly in half. The Commissioner, invoking 
Section 45, restored the reduced rentals to 
the amounts that were originally accrued. 
With respect to the larger building on which 
the rent had been decreased from $18,000 
to $9,000, the court overruled the Commis- 
sioner, holding that the evidence introduced 
by the taxpayer established that the lower 
rental of $9,000 was a “fair rental” for the 
space occupied therein by the parent corpo- 
ration. However, with respect to the smaller 
building on which the rent had been reduced 
from $6,000 to $3,000, the court sustained 
the Commissioner’s increase thereof to 
$6,000 on the ground that the taxpayer had 
failed to offer any evidence as to the “fair 
and reasonable value” thereof or that the 
Commissioner’s determination under Section 
45 was arbitrary and excessive. 

In Southern College of Optometry, Inc.)” 
three related corporations occupied quarters 
in the same building, the entire rent being 
paid by one of the corporations without ap- 
portioning any part thereof to the other two 
corporations. The Commissioner, under 
Section 45, allocated twenty-five per cent of 
the rent to the other two corporations, al- 
though they occupied only 14% per cent of 
the total space in the building. The Tax 
Court held that the Commissioner’s deter- 
mination was “excessive and arbitrary” and 
directed “that the rental deduction should 
be allocated in accordance with the space 
used by the respective participants in the 
premises.” 


No Rental Charged for Use of Equipment 


In Tennessee-Arkansas Gravel Company v. 
Commissioner,“ a Tennessee corporation and 
a Mississippi corporation were owned by 
the same two stockholders. In 1933, the 
Mississippi corporation rented the equip- 
ment of the Tennessee corporation at a 
rental of $12,000 per annum which it did 
not pay, however, because it lost money. 
In 1934, the Tennessee corporation per- 
mitted the Mississippi corporation to use its 
equipment gratis. It took the position that 
it was better to keep the equipment in oper- 
ation, without any rental charge, than have 
the equipment stand idle and tied up at the 
river bank. The Commissioner added $12,000 
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to the 1934 income of the Tennessee corpo- 
ration, the said sum representing the “rea- 
sonable rental value” for the use of its 
equipment and being based upon the same 
rental charged for 1933. The Board sus- 
tained the Commissioner’s determination as 
a proper exercise of his authority under 
Section 45. 

The Circuit Court of Appeals for the 
Sixth Circuit reversed the Board’s decision 
with the ringing dictum that “Section 45 

did not authorize the Commissioner 
to set up income where none existed.” The 
Court pointed out that the Commissioner 
“made no attempt to allocate any portion 
of . .. the gross income of Mississippi 
in 1934, to petitioner (i. e. the Tennessee 
corporation) He simply concluded 
that petitioner should have charged Missis- 
sippi rent upon the equipment for the year 
1934, notwithstanding the fact that petitioner 
neither charged, collected or could have col- 
lected rent under its agreement with Missis- 
sippi . “ 

In the view of this writer, the conclusion 
reached by the Court in the Tennessee- 
Arkansas case was probably right, but its 
reasoning leaves much to be desired in the 
way of explication and clarification. If an 
inadequate rental can be increased and taxed 
as additional income to the lessor corpora- 
tion under Section 45, as held in the Wel- 
worth Realty Company case,"* above, it is 
difficult to see why a proper rental cannot 
be charged for the use of equipment where 
none was charged to‘the related corporation. 
In the Southern College of Optometry case,” 
above, the taxpayer corporation did not 
charge any rental to its two affiliated corpora- 
tions for the portion of the space occupied 
by them, yet the Tax Court held that an 
allocation of the rent paid was proper under 
Section 45.%° The mere fact that the two 
controlled corporations, in the Tennessee- 
Arkansas case, agreed that no rental was to 
be charged for the use of the equipment is 
not controlling because, prima facie, it does 
not appear to be an arm’s-length agreement. 
However, a sound reason was given for the 
nonrental arrangement, namely, that it was 
better to keep the equipment in use, with- 
out any rental charge, than to let the equip- 
ment stand idle and deteriorate from nonuse. 
Where a sound business reason is the moti- 
vating force of a particular transaction, the 
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Commissioner should not be permitted, un- 
der the alleged authority of Section 45, to 
substitute his judgment for that of the cor- 
porate directors and officers and thereby 
create income which, in fact, is nonexistent. 


In Russell," the Tax Court held that the 
taxpayer was not entitled to deduct deprec- 
iation On machinery and equipment, which 
it supplied to its wholly owned subsidiaries 
free of any rental charge, on the ground 
that such equipment was not held for the 
production of income. While the court 
held that the Commissioner had not properly 
raised the Section 45 issue in this case, 
nevertheless, the Commissioner attained the 
end result for which he contended. 


Executive-Office Expenses 


In Glenmore Distilleries Company," the 
executive-office expenses of the parent cor- 
poration amounted to upwards of $175,000 
a year. These executive expenses included 
such items as officers’ salaries, office salaries, 
office supplies, home-office rent, telephone 
and telegraph and traveling expenses, legal 
and accounting fees, etc. In 1937, the parent 
company charged its two selling subsidiaries 
with $12,000 of such executive expenses, 
but, in 1938, it made no charge to the sub- 
sidiaries for any portion of the executive 
expenses. The Commissioner allocated to 
the two subsidiaries approximately $19,000 
of the executive expenses for 1937 and 
$11,000 for 1938 on the basis of the propor- 
tionate sales made by the parent company 
and the two subsidiaries. 


The Tax Court held that the $12,000 allo- 
cated by the parent company to its subsidi- 
aries in 1937 was “ample to take care of the 
subsidiaries’ share of these expenses and 
that the allocation by the respondent of a 
greater amount was without justification.” 
With respect to the year 1938, the Tax 
Court reduced the Commissionet’s alloca- 
tion from $11,000 to $5,000. The decision 
of the Tax Court was based on detailed 
evidence adduced by the taxpayer showing 
that the major part of the executive-office 
expenses was incurred for the primary or 
exclusive benefit of the parent company and 
definitely indicating the specific items of ex- 
pense from which some benefit was derived 
by the subsidiaries. 


part of the rent expense to the affiliates had the 


effect of increasing the net taxable income of the 
rent-paying corporation. 

17 Footnote 29. 

"8 CCH Dec. 12,569, 47 BTA 213 (1942), acq. 
1942-2 CB 8. 
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In Leedy-Glover Realty & Insurance Com- 
pany, ** three related corporations occupied 
offices in the same building and made com- 
mon use of certain office facilities and cleri- 
cal help. The office expenses were prorated 
among the three corporations on the basis 
of the amount of services and benefits re- 
ceived by each of them, as estimated by 
their two principal officers and controlling 
stockholders. The Commissioner reallo- 
cated the expenses among the three corpo- 
rations, under Section 45, on the basis of the 
gross income of each corporation. In sus- 
taining the Commissioner’s determination, 
the Tax Court pointed out that the burden 
of proof is on the taxpayer to establish that 
the Commissioner’s allocation is arbitrary 
and unreasonable. Since the taxpayers failed 
to keep exact records of the operating costs 
of the three corporations they were unable 
to challenge the presumptive correctness of 
the Commissioner’s method of allocation. 


Officers’ Salaries 


In Harris, Inc. the sole stockholder 
served as president and treasurer of two 
corporations, A and R. Corporation A paid 
him a salary of $15,000, and Corporation R, 
$5,200. The Commissioner attempted to 
allocate a part of the $15,000 salary paid 
by A to R. However, the Tax Court over- 
ruled him on the ground that no part of 
the salary paid by A was for services ren- 
dered by the officer to R; furthermore, the 
officer was separately compensated by R 
for services rendered to it. 


In Southern College of Optometry, Inc. v. 
Commissioner,™ the two controlling stock- 
holders were officers of the taxpayer corpo- 
ration, a college of optometry, and occupied 
the same positions in two related corpora- 
tions. The president, in addition to his 
executive salary, received compensation for 
teaching in the college. The taxpayer de- 
ducted the entire officers’ salaries, including 
the teaching compensation, without appor- 
tioning any part thereof to the two related 
corporations, The Commissioner allocated 
fifty per cent of the entire compensation paid 
to the two related corporations. The Tax 
Court held that the work performed by the 
taxpayer’s president as a teacher was not 
properly subject to allocation, since those 
services were rendered exclusively to the 
taxpayer. In the absence of proof, however, 
that the officers rendered more valuable 
services to the taxpayer than to the two re- 
lated corporations, the court held that the 
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Commissioner’s method of allocating the offi- 
cers’ salaries must be sustained. The same 
culing was made with respect to insurance, 
no proof having been tendered to show that 
the Commissioner’s method of allocation 
was arbitrary and excessive. 


One of the by-products of the business 
split-up in Miles-Conley Company, Inc., was 
the disallowance of part of the salary paid 
by the taxpayer corporation to its president, 
on the ground that he devoted a considerable 
portion of his time to the severed branch of 
the business which he operated as a sole 
proprietorship. In the year following the 
split-up, the Commissioner reduced the de- 
duction allowable to the corporation for 
compensation paid to its president from 
$15,000 to $10,000, and his determination 
was approved by the Tax Court and affirmed, 
on appeal, by the Court of Appeals for the 
Fourth Circuit. 


Advertising Costs 


In Glenmore Distilleries Company,™ the 
taxpayer expended substantial sums of money 
for national-magazine advertising of its brands 
of liquor. The Commissioner allocated part 
of the advertising expenses to two subsidi- 
aries which acted as wholesale selling dis- 
tributors of the taxpayer’s liquors. The 
evidence showed that the national advertis- 
ing featured the taxpayer’s brands generally 
and without any mention of the subsidiaries, 
that the taxpayer was the exclusive owner 
of the brands in which the subsidiaries had 
no proprietory interest whatsoever, that, in 
addition to the two subsidiaries, the tax- 
payer had about 300 wholesale-dealer repre- 
sentatives throughout the United States, 
none of whom were located in the territory 
of the two subsidiaries, and that each of the 
subsidiaries expended large sums of money 
for its own advertising. Upon these facts, 
the Tax Court concluded that the taxpaper’s 
national advertising expense was incurred 
exclusively for its benefit and that “there is 
no reason why the subsidiaries should bear 
any part of this expense.” 


Rent Collection Expense 


In Harris, Inc.7** Corporations A and R 
were owned by the same individual. R was 
a real estate corporation, which owned and 
operated sixteen apartment houses and six 
smaller buildings. A was a real-estate-man- 
agement corporation which acted as an “agent” 
for clients, collecting rents and leasing and 
managing the clients’ properties. A also 
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collected the rents on the buildings belong- 
ing to R, for which A charged R a fee of 
$1,500 amounting to about one per cent of 
the rents collected. A charged its other 
clients from three per cent to five per cent of 
rent collections. 

The Commissioner, acting under Section 
45, allocated to R $6,891.38 which was 
equal to 14% per cent of $47,526.78, A’s 
total expenses for the taxable year. The 
allocating factor of 14%4 per cent was the 
ratio of the total rent collections for R to 
the total rent collections for all clients of A. 


The Tax Court reduced the allocated 
expenses determined by the Commissioner 
from $6,891.38 to $2,328.42, declaring that 
the Commissioner’s method of allocation was 
“completely arbitrary.” The court held: 


(1) That $1,500 was a fair and reasonable 
charge to R for rent collection services, since 
A only collected the rents for R and did not 
perform many of the other services which 
it rendered to other clients. Furthermore, 
the evidence showed that R could have em- 
ployed a rent collector at an annual salary 
of $1,500. 

(2) The Commissioner erred in appor- 
tioning approximately $48,000 of A’s ex- 
penses to R, since only $5,700 of such expenses 
related to services rendered to R, the bal- 
ance being “personal” to A. 


(3) Since R maintained its office with A, 
the court held that R sheuld share $828™ 
of A’s office expenses for rent, postage, tele- 
phone, stationery, etc., in addition to the 
sum of $1,500 which it paid to A for rent 
collection services. 


Broadcasting Costs 


In Essex Broadcasters, Inc.)* the taxpayer, 
a domestic corporation, was the wholly 
owned subsidiary of a Canadian corporation. 
The parent company owned and operated 
a radio station in Canada. The business of 
the subsidiary was to sell radio time on the 
parent’s station for its own account. Each 
company bore its own general and adminis- 
trative expenses. The only charges appor- 
tioned between the two companies were 
“broadcasting costs” which consisted of 
salaries of amnouncers, engineers, direct 
operating cosfs of the station, program 
talent, newscast services, depreciation of 
broadcasting equipment, etc. These broad- 
casting costs, initially borne by the parent 
company, were allocated between the parent 





123 This amount ($828) is equal to 14% per cent 
of $5,713.26, the total of A’s office expenses 
which the court considered was properly sub- 
ject to allocation between A and R. 
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and the subsidiary in proportion to their 
respective sales volumes (that is, revenue 
derived from the sale of station time to 
advertisers). 


The Commissioner accepted the taxpayer’s 
method of allocation in principle, but for 
some reason not clearly indicated, he took 
the position that certain amounts paid to the 
Mutual Broadcasting System “for sustain- 
ing programs and other broadcasting serv- 
ices” should be excluded from the total 
broadcasting costs before making the ap- 
portionment between the two corporations 
and that the parent company’s sales should 
be reduced by the amounts paid to the 
Mutual Broadcasting System. As a result 
of these changes in the allocation formula, 
the Commissioner decreased the subsidiary’s 
share of the broadcasting costs by approxi- 
mately $23,000 and $18,000 for the years 
1938 and 1939, respectively. 


The Tax Court overruled the Commis- 
sioner’s method of allocation as arbitrary 
and erroneous. It pointed out that the non- 
revenue-producing “sustaining programs” 
were an essential element of cost in that 
they provided for continuous operation of 
the radio station and built up a listener 
audience for the revenue-producing “com- 
mercial programs.” Furthermore, there 
was no reason for reducing the parent com- 
pany’s sales, since the cost of the sustaining 
programs “would not affect its net sales.” 
Holding that the taxpayer had successfully 
established that its own method of alloca- 
tion was proper, the court stated: 


“Where the Commissioner has acted un- 
der section 45 in making his determination, 
the taxpayer has the burden of showing that 
such determination was purely arbitrary and 
not made under any of the situations pre- 
scribed by the statute as a proper founda- 
tion for allocation of the expenses in question. 

We think the petitioner has met its 
burden of proof in the instant case.” 


Interest Expense 


In Hearst Corporation,” the Commissioner 
won the preliminary skirmish but lost the 
battle. S Corporation, a personal holding 
company, borrowed money from banks and 
deducted approximately $16,000 for interest 
paid on such loans. About three fourths 
of the borrowed funds were loaned by S 
Corporation to its parent, P Corporation. 

(Continued on page 96) 
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Tax Highlights of 1950 


By J. H. LANDMAN 


THIS SUMMARY OF CHANGES IN THE TAX STRUCTURE 
IS APPEARING CONCURRENTLY IN THIS MAGAZINE 
AND IN THE JANUARY ISSUE OF THE CONTROLLER 





even TAX HIGHLIGHT of the past year 
was the Revenue Act of 1950. It in- 
creased tax rates and closed many loopholes. 
The purpose of this part of this article is to 
summarize its contents and to make perti- 
nent comments. 


Most individual taxpayers will pay about 
nine per cent more in 1950 and twelve per 
cent-more in 1951 and thereafter. The max- 
imum rate is no longer seventy-seven but 
eighty-seven per cent. The splitting of in- 
come of married folk, the $600 personal ex- 
emption, the additional exemption of a like 
amount for those sixty-five years of age or 
older and an additional $600 deduction for 
blind taxpayers are retained. 


The corporate rate has ceased to be a 
maximum of thirty-eight per cent. It is now 
twenty-three per cent on all income plus 
nineteen per cent on income over $25,000, or 
a combined maximum rate of forty-two per 
cent, for 1950 and, correspondingly, twenty- 
five per cent and twenty per cent, or a com- 
bined ceiling rate of forty-five per cent, for 
1951 and thereafter. The notch provision 
taxing additional income in the $25,000 to 
$50,600 bracket at fifty-three per cent has 
been eliminated. The effective tax rate on 
income between $31,250 and $71,428 is in 
reality less than formerly because of the 
absence of this notch provision and because 
of the new $25,000 surtax exemption. 


The effective dates of the new law were 
October 1, 1950, and July 1, 1950, for in- 
dividual and corporate taxpayers, respec- 
tively. Consequently, taxpayers having fiscal 
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periods which terminated before these crit- 
ical dates escape the higher taxation and 
those having fiscal periods commencing on 
or after these dates sustain its full impact. 
The usual taxpayers whose fiscal periods 
straddle these dates will have their taxes an- 
nualized so that they will, in effect, be sub- 
ject to a prorated share of the higher rates. 


It would be wise, therefore, for taxpayers 
to arrange their affairs so that they receive 
or accrue their income at relatively low 
rates and to postpone their disbursements or 
liabilities to a later higher-rate period, de- 
pending on whether they are on the cash or 
accrual basis. 


Accelerated Payments 


Individuals have been paying their taxes 
on the pay-as-you-go basis. Corporations, 
on the other hand, having been paying theirs 
in quarterly installments in the subsequent 
year which enabled them to operate with the 
government’s money. The 1950 act accel- 
erated these corporate payments so that 
gradually over a five-year period they will 
pay their tax obligations in two equal install- 
ments on the former first and second quarter 
dates following the taxable year. In hard- 
ship cases, time extensions up to six months 
will continue to be granted as in the past. 


The filing dates for returns of trusts and 
estates have also been changed. The filing 
may be done in four instead of three months 
after the close of their fiscal periods. In 
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addition, trusts must discharge their tax 
obligations at that time. Decedents’ estates, 
however, continue to enjoy the privilege of 
quarterly payments, because accelerated pay- 
ments of income tax to them may be unduly 
burdensome. The installment option for cer- 


tain nonresident aliens has also been elim- 
inated, 


Dividends Received Credit 


Under the prior law, a corporation was 
allowed to deduct from net income a credit 
equal to eighty-five per cent of the amount 
it received as dividends from other domestic 
corporations. This dividends received credit 
was intended to preclude a tax on the sub- 
sidiary’s and another on the parent’s level 
on such income. Some taxpayers econo- 
mized still further by paying dividends to 
the parent in appreciated assets which were 
subject to this credit at fair market value, 
thus escaping for the subsidiary a tax on the 
appreciation. If the parent sold the asset 
immediately thereafter, no further tax would 
be due because of the absence of increased 
value. 


This practice was stopped by the new law 
which provides that after August 31, 1950, 
the dividends received credit shall not ex- 
ceed eighty-five per cent of the value of the 
property in the hands of the distributing and 
not of the receiving corporation. Should the 
subsidiary elect to recognize the gain on the 
appreciated value, the credit may be based 
on the fair market value of the asset. On the 
other hand, if the property depreciated in 
value, the credit remains at eighty-five per 
cent of its fair market value. It should be 
observed, therefore, that it would be tax- 
profitable, under the new statute as well 
as under the prior law, for the subsidiary to 
benefit from the loss on depreciated assets 
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by a sale and then pay dividends in cash if it 
still was so inclined. 


Discharge of Indebtedness 


When a solvent corporation purchases its 
bonds or other instruments of indebtedness 
at a discount, it realizes taxable income. Un- 
der the prior law, such taxpayers had the 
right in the alternative to defer the realiza- 
tion of this income by accepting a reduced 
tax basis for the securities. The 1950 act ex- 
tends this latter privilege but only up to 
December 31, 1951. 


Tax-Exempt Military Income 


The 1950 act offers a boon to the military 
and naval folk. Members of the armed forces 
in a combat zone below the grade of commis- 
sioned officer receive tax-free military pay. 
Compensation of commissioned officers is 
similarly favored up to $200 per month. 


Revised Capital Gains 


(1) Short Sales—Under the former law, 
traders and investors in securities and com- 
modity futures could convert, without proper 
aging, short-term capital transactions into 
long ones having a duration exceeding six 
months and yet enjoy maximum capital gains 
rates of twenty-five per cent. This they had 
been able to effect by discharging their in- 
debtedness with already-owned securities, 
when properly aged, to the lenders of sim- 
ilar securities when the former made short 
sales in anticipation of a possible decline in 
market prices. If they had otherwise cov- 
ered the short sale with newly purchased 
securities to satisfy their obligations to the 
lenders of the securities, the transaction 
would have a duration of just a few days 
with a consequential short-term gain or loss 
at full tax rates. 
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TAXABLE INCOME 


Changes in Individual Income Tax Rates 


———1950 Acr—-— 





That Part of the 1944 Act 1945 Acr 

1 1948 Act. Year 1950 After 195 
Income from: Per Cent Per Cent Per Cent A sal cies go ( tig 
0 to $2,000 ........... 23 19.00 1740 

“pee 3 16.60 17. 
$2,000 gr eee 25 20.90 19.36 0.02 
s 000 to $6,000 .............. 29 24.70 22.88 23.66 26 
$6,000 to $8,000. 33 28.50 26.40 27.30 30 
$8,000 to $10,000 .............. 37 32.30 29.92 30.94 34 
$10,000 to $12,000 41 36.10 
(ot are 36. 33.44 

$12,000 to $14,000 ............ 46 40.85 37.84 3013 ry 
$14,000 to $16,000... 50 44.65 41.36 42.77 9 
$16,000 to $18,000 53 47.50 44.00 45.50 50 
$18,000 to $20,000 ............ 56 50.35 46.64 48.23 53 





$20,000 to $22,000 ............ 59 53.30 49.28 5 
$22,000 to $26,000 ............ 62 56.05 $162 ep = 
$26,000 to $32,000 ............ 65 58.90 54.56 56.42 62 
$32,000 to $38,000 ............ 68 61.75 57.20 59.15 65 
$38,000 to $44,000 ............ 72 65.55 60.72 62.79 = 
$44,000 to $50,000 ............ 75 68.40 63.36 65.52 72 
$50,000 to $60,000 ............ 78 71.25 5 5 
$60,000 to $70,000 ............ 81 74.10 pose joa se 
$70,000 to $80,000 ............ 84 76.95 71.28 73.71 81 
$80,000 to $90,000 ............ 87 79.80 73.92 76.44 84 
$90,000 to $100,000 ........... 90 82.65 76.56 79.17 87 
$100,000 to $136,719.10 

$136,719.10 to Se boot Sones 92 84.55 co es cam 89 
$150,000 to $200,000 .......... 93 85.50 81.225 a 
$200,000 and over ............ 94 86.45 82.1275 84.357 91 
Maximum over-all rate........ 90 85.50 77.00 80.00 


Source: Joint Committee on Internal Revenue Taxation of Congress 
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A taxpayer can also insure himself of a 
long-term gain while his investment is be- 
coming eligible for long-term treatment by 
purchasing a “put.” It is an option enabling 
one to sell a security at a fixed price. If the 
price of the stock in question rises, the tax- 
payer sells his aged security at market, 
whereas if the contrary occurs, he exercises 
his “put.” The Treasury had already dis- 
approved of pegging a gain while an invest- 
ment in a commodity future was aging, but 
this stricture was avoided by trading in two 
different markets. 


The 1950 act removes the disguise from 
security and commodity transactions after 
September 23, 1950, and considers them tax- 
wise for what they actually are. Where one 
or both spouses consummate a sale of ‘‘sub- 
stantially identical” property and “long” and 
“short” positions are simultaneously main- 
tained, gains and losses will be treated as 
short-term. Contrariwise, where securities 
have been held for more than six months and 
thereafter a short sale is made, any loss on 
the short sale will be treated as long-term. 
Commodity futures requiring delivery in one 
calendar month will not be regarded as “sub- 
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stantially identical” with commodity futures 
requiring delivery in a different month. Also 
long” and “short” contracts in futures pig 
ecuted and closed out on the same day “ 

tolerated without revised tax a, 


(2) Copyrights and Artistic Works. 
Amateur inventors and authors enjoyed “ 
ital gain treatment on income, except for 
royalty income, under the prior law cae a 
they did not hold out their eis a 
marily for sale in the course of a ‘nailer 
business, whereas professionals under oe 
same circumstances were subject to full t : 
rates. The 1950 act abolishes this tax fay om 
itism for artists, writers and compose “a 
not for amateur inventors, saan 

Of course, the amateur author can still 
average his income from his work if hi 
efforts extended over a period of thirt si 
months or more and he received diekee a 
cent or more of his reward in one te — 


Collapsible Corporations 


Another loophole that tl 
r 1e 1950 act plu 
is the “collapsible” corporation. [os 
capital gains rates attend the taxing of prof- 
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Changes in Corporate Rates for 1951 


———Combined normal tax and surtax ————————_ 


Dollar 


Percentage 
increase or 


increase or 


Net income Amount of tax decrease(—) decrease (—) 
(normal tax and surtax) Prior to 1950 over prior law over prior law 
ee ee $ 210.00 $ 250.00 $ 40 19.05 
I adesthcd atin ch celal! os Sk 420.00 500.00 80 19.05 
A ee 630.00 750.00 120 19.05 
Spee Sone 840.00 1,000.00 160 19.05 
BE a. ota cts chnoG ardes a 1,050.00 1,250.00 200 19.05 
Ba 1,280.00 1,500.00 220 17.19 
Re 1,510.00 1,750.00 240 15.89 
ere 1,740.00 2,000.00 260 14.94 
eee ae 1,970.00 2,250.00 280 14.21 
ED si ccetnepuowewes 2,200.00 2,500.00 300 13.64 
RP RRECRSRE ARS epee 3,350.00 3,750.00 400 11.94 
' ie 4,500.00 5,000.00 500 11.11 
EY oo is a bidiad bon eas 5,750.00 6,250.00 500 8.70 
I io Bh Bies 8) Van acs 8,400.00 8,500.00 100 1.19 
os dh Site Slee ce 9,062.50 9,062.50 0 0 
I ein G ata 11,050.00 10,750.00 — 300 —2.71 
BE Seis Sacuracion Mak kocteas 13,700.00 13,000.00 —700 —5.11 
NE 29 6, Posy arte os cscs 16,350.00 15,250.00 —1,100 —6.73 
50,000 19,000.00 17,500.00 — 1,500 —7.89 
$71,428.57-plus ....... 27,142.86 27,142.86 0 0 
2. ce a ude oeneea 28,500.00 28,750.00 250 88 
$100,000 38,000.00 40,000.00 2,000 5.26 
$150,000 . 57,000.00 62,500.00 5,500 9.65 
$166,66624 63,3334 70,000.00 6,66624 10.53 
ory 76,000.00 85,000.00 9,000 11.84 
OR Aa 114,000.00 130,000.00 16,000 14.04 
OO a ee 152,000.00 175,000.00 23,000 15.13 
OO) 190,000.00 220,000.00 30,000 15.79 
6 285,000.00 332,500.00 47,500 16.67 
| 380,000.00 445,000.00 65,000 17.11 
eee 1,900,000.00 2,245,000.00 345,000 18.16 
0 ee 3,800,000.00 4,495,000.00 695,000 18.29 


Source: Joint Committee on Internal Revenue Taxation of Congress. 





its in the hands of stockholders upon the 
liquidation of a corporation, the motion pic- 
ture and construction businesses found it 
advantageous to incorporate their projects 
temporarily and then to collapse them. 
Thereafter, the former stockholders held the 
motion picture or the building at the stepped- 
up, current tax value which they wrote 
off against film royalties, rentals or sales 
proceeds. As a consequence there was no 
further taxable income. 


The 1950 act corrects this inequity for the 
year 1950 and thereafter by taxing the stock- 
holders’ profits at full rates where they own 
ten per cent or more of the corporation’s 
stock and the gain realized from the sale or 
exchange therefrom during the year is more 
than seventy per cent attributable to prop- 
erty produced by the corporation and is 
realized within three years following the 
completion of the manufacture, construction 
or production of the asset. 
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It is thought by some that what had been 
achieved taxwise by a collapsible corpora- 
tion can still be arrived at by partial cor- 
porate liquidations under Section 115 (i) or, 
for the year 1951, by the revived, partially 
tax-free corporate liquidations under Section 
112(b) (7). ‘ 


Carry-Backs and Carry-Forwards 


For the year 1950 and thereafter, the new 
law replaces the former two-year net operat- 
ing loss carry-back and the two-year carry- 
forward with a one-year carry-back and a 
five-year carry-forward. Business income is, 
as a consequence, averaged over a seven-year 
instead of a five-year period, and the length- 
ened carry-forward term is expected to stim- 
ulate new projects. 

Under the new law, the normal tax net in- 
come is computed without the credit for divi- 
dends paid on certain preferred stock of 


(Continued on page 72) 
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SPECIAL PITFALLS AND EXEMPTIONS 


Farmers. Income Tax Problems 


By RICHARD W. BEEBE 
Attorney, Sioux City, lowa 


IN HANDLING RETURNS FOR FARMERS— 


A QUICK REFRESHER FOR MARCH 15... 





T= SUBJECT of farmers’ income tax 
4 problems is broad in scope, and almost 
unlimited volumes could be written on the 
subject. Farmers, of course, have almost 
all the income tax problems and, generally, 
the same type of questions common to other 
taxpayers. There are, however, certain 
special matters that arise because of the 
nature of farming operations, and there are 
certain special statutes, rulings and decisions 
which deal with the questions unique to 
farmers. An article of this nature can per- 
haps best serve as a refresher. 


Accounting Methods 


Farmers have the option, in most cases, 
of using the cash or accrual method of ac- 
counting, and, in some cases, what is known 
as the crop basis may be used. It is believed 
that the great majority of farmers use the 
cash basis. This method is used in many 
cases because records kept are so inade- 
quate that its use is mandatory. (See I. T. 
1673, II-1 CB 30.) In this connection, it 
has been held that where a taxpayer kept no 
records and arrived at inventories from 
memory, the Commissioner’s determination 
that the cash basis must be used is correct. 
(Clark, CCH Dec. 12,412-F (1942).) 


Roughly speaking, when reporting on the 
cash basis, income is reported in the year 
in which cash or its equivalent is received. 
In this connection, Regulations 111, Section 
29.22 (a)-7 provides: 


“A farmer reporting on the basis of re- 
ceipts and disbursements (in which no in- 
ventory to determine profits is used) shall 
include in his gross income for the taxable 
year (1) the amount of cash or the value of 
merchandise or other property received dur- 
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ing the taxable year from the sale of livestock 
and produce which are raised during the 
taxable year or prior years, (2) the profits 
from the sale of any livestock or other items 
which were purchased, and (3) gross income 
from all other sources.” 


For instance, a corn crop planted and 
harvested in the taxable year 1950 is reported 
as income in 1950 if the corn is sold for cash 
or its equivalent in 1950, but if the cash is 
not received until 1951, it is not reported as 
income until 1951. In this connection, prob- 
lems of constructive receipt arise, as in other 
cases of the tax law. Of course, if a farmer 
exchanges livestock, grain or other produce 
for other products such as groceries or feed, 
the fair market value of what he receives 
must be reported. 


Generally speaking, too, under the cash 
basis, expenses are deducted in the year in 
which the cash is expended rather than when 
a liability to pay accrues. In this connec- 
tion, however, there exists what might be 
considered an exception to this rule, this 
exception having to do with livestock pur- 
chased for feeding and later resale. If a 
farmer purchases, for example, twenty 
steers in 1950 and feeds them and later sells 
them in 1951, the purchase price of the 
steers is deducted in the year of sale and not 
in the year of the purchase of the livestock. 
The feed and other expenses, however, for 
which cash was expended in the year 1950 
are deducted in the year 1950. Other minor 
exceptions to the general rule that expenses 
are to be deducted in the year in which the 
cash is expended have to do with advanced 
rentals paid under a lease, which rentals 
must be apportioned over the life of the 
lease, and insurance premiums, which must 
be apportioned over the life of a policy. As 
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in other fields of taxation, of course, certain 
major expenditures, such as the purchase of 
tractors, cultivators, corn planters and other 
like machinery and other like assets, must be 
capitalized and depreciated over their useful 
life. The question of whether a particular 
item should be capitalized and depreciated 
or whether, as in the case of certain small 
tools, it should be deducted as an expense 
is the subject of a major discussion in itself, 
and the principles involved in the solution 
of this problem are not essentially different 
from the principles in other fields of income 
taxation. 


A rather interesting situation develops 
with respect to livestock raised by farmers 
as distinguished from livestock purchased 
by them for fattening and later resale. In 
the case of livestock raised, all the expenses 
of raising the livestock, such as feed, vet- 
erinarian fees and the multitude of indirect 
expenses, are deducted without reference to 
the year of sale of the livestock. It thus 
happens, when using the cash basis, that 
oftentimes the major part of the expenses 
with reference to a particular livestock en- 
terprise are deductible in one year, whereas 
the income may be received in another year. 
For instance, all expenses in connection with 
pigs farrowed in 1950, which expenses are 
paid in 1950, are deductible in 1950 even 
though the pigs may not be sold until the 
year 1951, in which latter year the income 
is reported. 


In view of the fact, therefore, that when 
the cash basis is used expenses are to be 
deducted When paid and income is to be 
reported when cash or its equivalent is re- 
ceived, the taxable income of farmers who 
are on the cash basis may vary greatly, de- 
pending upon year-end transactions and 
other circumstances. It could -happen, for 
instance, and has happened many times that 
a farmer will sell his corn crop for two 
years within one taxable year and sell none 
in another or that he may, if a big feeder of 
livestock, buy large quantities of corn shortly 
before the end of the taxable year or, per- 
haps, hold cattle or hogs over the year end 
or sell them during the taxable year for 
$30,000 or $40,000. These factors have a 
tremendous effect upon the income tax paid 
in any one year, and they result in the in- 
come oftentimes rising into the higher 
brackets. It can readily be seen that if not 
attentive and careful, a farmer on the cash 
basis may, in effect, accumulate into one 
taxable year the income which normally 
would have been realized in two years. This, 
of course, is one of the chief disadvantages 


of the cash basis. Taking the course, while 


“on the cash basis, of letting tax considera- 


tions govern the time of the purchase of 
feed or sale of livestock or grain may result 
in substantial losses through changes in 
market price, etc. As noted previously, how- 
ever, a great many farmers have such in- 
adequate records that the use of the cash 
basis is compulsory. 


Also, a farmer using the cash basis may get 
caught in a tax vise in the event he has a 
closing-out sale and sells his farm and all of 
his livestock and grain in one taxable year. 
In this case, of course, he may be compelled 
to report in the one year the income that 
otherwise would have been spread over two 
or three years. 


Accrual Basis 


The use of the accrual basis, wherein the 
values of livestock and grain on hand are 
reflected in inventory, is more consistent 
with the method of accounting used by most 
nonfarm businesses. Aside from the use of 
inventories, other primary differences be- 
tween the cash and the accrual basis consist 
of the fact that, as distinguished from the 
cash basis, income must be reported when an 
enforceable right to the income arises, as 
distinguished from the time when the cash 
or equivalent is received, and expenses are 
to be deducted under the accrual basis when 
the obligation to pay the expense is in- 
curred, as distinguished from when the cash 
is expended. Of course, in the case of a 
cash purchase or a cash sale, the time of 
reporting the income or expense would be 
the same whether on the cash or accrual 
basis. As can be seen, the use of the accrual 
method has the advantage of permitting the 
farmer to engage in normal transactions 
without reference constantly to the tax con- 
siderations of every move. 


A potential disadvantage of the accrual 
method must be mentioned. This potential 
disadvantage arises from the application of 
Section 117 (j). Under the cash basis, the 
basis of draft, dairy and breeding animals 
raised is normally zero, since few cash-basis 
farmers capitalize the raising expenses. 
Therefore, in the event of sale, the gain is 
limited to fifty per cent. Under the accrual 
method, however, where these animals may 
be carried in the inventory, the animals, if 
carried in the inventory, are taxed, in effect 
on one hundred per cent instead of fifty per 
cent of the gain between zero and the val- 
uation at which they are carried in the in- 
ventory. 
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Once he has adopted either method, of 
course, the farmer needs the approval of the 
Commissioner to change systems. 


A farmer using the accrual method may 
use four possible methods of inventory: the 
cost method, the cost-or-market method, 
the farm-price method or the unit-livestock- 
price method. The cost method and the 
cost-or-market method are similar to the 
same methods used in other businesses, but 
neither of these methods is especially adapt- 
able to farming operations because of the 
difficulty of ascertaining the actual cost of 
livestock and other farm products. The 
farm-price method provides for the valua- 
tion of inventories at market price less di- 
rect cost of disposition. The farm-price 
method would seem to be more adaptable 
to farming operations than any of the other 
methods. When using the farm-price method, 
the inventories are valued at the price in the 
local market less the estimated cost of 
marketing, and, since market quotations can 
usually be easily obtained and the cost of 
disposition can be easily estimated, this 
farm-price method has the advantage of 
practicability. 

The unit-livestock-price method provides 
for the valuation of different classes of ani- 
mals in the inventory at a standard unit 
price for each animal within the class. Reg- 
ulations 111, Section 29.22 (c)-6 gives this 
example: 


“Thus, if a cattle raiser determines that it 
costs approximately $15.00 to produce a calf 
and $7.50 each year to raise the calf to ma- 
turity, his classifications and unit prices 
would be as follows: calves $15.00, yearlings 
$22.50, two-year olds $30.00, mature animals 
$37.50. The classification selected by the 
livestock raiser and the unit prices assigned 
to the several classes are subject to approvai 
by the Commissioner upon examination of 
the taxpayer’s return.” 


Even under the unit-price method, how- 
ever, grains and other produce must be 
valued by one of the other methods of in- 
ventory valuation. 


Crop Method 


A third method of accounting authorized 
by the Regulations is the so-called “crop 
method.” The crop method may be used 
with the consent of the Commissioner where 
farmers produce crops which take more than 
a year from the time of planting to the time 
of gathering and disposal, and in this method 
the farmer may deduct the entire cost of 
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producing the crop from the income received 
in the year in which he disposes of the crop. 

Whether a particular farmer should use 
one system or another cannot be ascertained 
readily without a study of his particular sit- 
uation. Many factors, such as type of books 
kept, prospective tax rates, prospective 
market values of grain and livestock, etc., 
enter into such an analysis. In connection 
with such an analysis, it would seem, al- 
though not free from all doubt, that a farm- 
er on the cash basis has a tax advantage 
which occurs in the event of his death. A 
farmer reporting on such a basis normally 
has on hand either grain or livestock upon 
which he has never paid an income tax be- 
cause it has never been sold. As an example, 
suppose farmer Jones dies in February, 1950, 
and he has on hand at the time of his death 
his corn crop of 1949, with a fair market 
value at death of $5,000, and also $10,000 
worth of livestock which he has raised. If 
on the cash basis, of course, he has deducted 
on his 1949 return and prior returns the 
various expenses he has incurred in the years 
involved in connection with raising the grain 
and livestock. Section 113 (a) (5) provides 
that the basis for gain or loss of property 
transmitted at death is its value at the date 
of death or the alternative date one year 
after death. Therefore, when the corn and 
the livestock are sold subsequent to death, 
their basis is $5,000 and $10,000, respectively. 
Accordingly, the income up to $5,000 and 
$10,000, respectively, escapes income taxes. 
Approximately this situation arose in the 
case of Burnett, CCH Dec. 13,549, 2 TC 897 
(1943). This case involved a Texas rancher 
who died in 1938. He had been reporting on 
the cash basis. The Commissioner asserted 
a deficiency based upon the entire inventory 
of stock on hand at the time of death. The 
Tax Court refused to accept the Commis- 
sioner’s contention. 


1951 CCH StaNnpDarD FEDERAL TAx REPORTS 
1 950G.022 contains a very good analysis 
of this special problem. 


Section 117 (j) 


A discussion of farmers’ tax problems 
would be incomplete at this time without a 
comment on Section 117 (j) as it applies to 
farmers. Prior to 1942, the tax advantages 
accruing to capital assets did not apply to 
property used in the trade or business of a 
taxpayer which was of a character subject 
to the allowance for depreciation or to real 
property used in the trade or business of the 
taxpayer. Section 117 (j) was added to the 
Internal Revenue Code in 1942 and provided, 
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in effect, that the benefits of capital gains 
rates would apply on gains on the sale of 
property used in the trade or business of a 
taxpayer which was of a character subject 
to the allowance for depreciation and to real 
property. I. T. 3666, 1944 CB 270, issued by 
the Treasury Department, provided that 
livestock used for draft, breeding or dairy 
purposes is property used in the trade or 
business of a character which is subject to the 
allowance for depreciation and provided that 
this was true whether the farmer kept his 
books and filed his returns upon the cash 
receipts and disbursements basis or upon 
the accrual basis. The application of Section 
117 (j) was, therefore, particularly important 
to farmers. 


Farmers who feed cattle and hogs for 
sale sometimes raise them and at other times 
buy them for fattening and resale. Farmers 
who raise these animals naturally have on 
hand certain breeding animals such as cows, 
sows, bulls and boars. These latter animals 
are used for the primary purpose, in most 
cases, of breeding and raising other animals 
for fattening and sale. At various times, as 
they become old and unproductive, the 
breeding animals are sold. The special prob- 
lem presented involves the issue of whether, 
in the sale of these breeding animals or in 
the case of draft animals or animals kept 
for dairy purposes, the provisions of Section 
117 (j) are applicable. The question usually 
resolves itself down to whether the animals 
in question were or were not held by the 
taxpayer primarily for sale to customers in 
the ordinary course of his trade or business. 
Prior to 1949, the Treasury Department had 
issued certain rulings as follows: I. T. 3666, 
1944 C. B. 270, I. T. 3712, 1945 C. B. 176, and 
Letter of the Commissioner, August 4, 1947. 


The Commissioner in his letter of August 
4, 1947, gave the following interpretation to 
the matter: 


“In I. T. 3712 it is stated that since in 
many cases it will be found impractical to 
determine accurately the number of animals 
sold from the herd which would be subject 
to section 117 (j), the following prima facie 
test is provided for the guidance of livestock 
raisers; If the number of animals sold from 
the herd during a taxable year exceeds the 
number of animals added to the herd, the 
excess animals sold represent a reduction in 
the herd and are considered to be animals 
held for draft, breeding or dairy purposes, 
gain on the sale of which (if held for more 
than six months) is subject to section 117 (j) 
of the Code.” 





In March of 1949, the well-known case of 
Albright v. U. S., 49-1 uste J 9215, 173 F. (2d) 
339, was decided by the Court of Appeals 
for the Eighth Circuit. In that case, a farm- 
er maintained a dairy herd of approximately 
thirty-six cattle. The farmer made a practice 
of selling cows each year which, by reason 
of age, etc., became economically less de- 
sirable than available young stock. The farm- 
er also maintained a hog-raising business 
and regularly maintained a herd of ten sows 
and one boar. Each year he sold his breed- 
ing herd, including sows and boars. The 
circuit court held that the farmer properly 
included only fifty per cent of the amount 
received as income. After discussing the 
various rulings of the Treasury Department, 
the court said: 


“The Commissioner has ruled that live- 
stock held by a farmer for dairy, breeding, 
or draft purposes are, while so held and used, 
depreciable assets, not primarily held for 
sale to customers in the ordinary course of 
his business. Nothing in the language of the 
section justifies the inference that a farmer 
should be denied the right to treat the prof- 
its received from the sales of such livestock 
when they are no longer profitable or fit 
for use in the farmer’s business as pro- 
ductive of capital gains and not of ordinary 
income. ... 


“A dairy farmer is not primarily engaged 
in the sale of beef cattle. His herd is not 
held primarily for sale in the ordinary 
course of his business. Such sales as he 
makes are incidental to his business and are 
required for its economical and successful 
management. The rulings relied on by the 
Government would place a penalty upon 
sound business practice or deny to the dairy- 
men the benefits of section 117 (j).” 


With respect to the hogs, the court said: 


“It is not unreasonable to rule, as the 
Commissioner has done, that a farmer en- 
gaged in the business of raising hogs for 
sale on the market who, for any reason, re- 
moves animals from his breeding herd and 
transfers them to the herd held for slaughter 
while he brings them to a marketable con- 
dition, primarily holds the animals so re- 
moved for sale in the ordinary course of his 
business. But the taxpayer in this case tes- 
tified that the normal practice in the hog- 
raising industry was the annual sale of the 
whole breeding herd and its replacement by 
a new one. ... Obviously, it can not be sold 
until it has returned to marketable condi- 
tion, but the retirement of it for that period 
does not show that the taxpayer has not 
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held it for the purpose of breeding and not 
primarily for sale for the time required by 
the statute.” 


The court made the following comment 
setting forth the burden which the farmer 
has in coming within Section 117 (j): 


“In order for the taxpayer to come within 
the provisions of Section 117 (j) permitting 
him to treat the sales from his dairy and 
breeding herds as sales of capital assets, the 
burden is upon him to show: (1) that the 
animals sold were used in his trade or busi- 
ness; (2) were subject to allowance for 
depreciation; (3) were held for more than 
six months; (4) were not property of the 
kind includable in the inventory of a tax- 
payer if on hand at the close of the taxable 
year; and (5) that the animals were not held 
by the taxpayer primarily for sale to cus- 
tomers in the ordinary course of his trade or 
business.” 


Several court cases following the Albright 
case have affirmed the fact that the Albright 
case has considerable significance to farm- 
ers. See Emerson, CCH Dec. 16,989, 12 TC 
875 (1949) ; Fawn Lake Ranch Company, CCH 
Dec. 17,061, 12 TC 1139 (1949); Flato, CCH 
Dec. 17,706, 14 TC 141; Oberg, CCH Dec. 
17,016(M), 8 TCM 544 (1949); Bennett v. 
U. S., 50-1 ustc $9177, 89 F. Supp. 106 (DC 
Tex.); Fritz, CCH Dec. 17,480(M), 9 TCM 
81 (1950). 


Congress has given consideration to the 
matter of Section 117 (j) as it applies to 
farmers. The Senate, in H. R. 8920, pro- 
posed to amend Section 117 (j) by defining 
“property used in a trade or business” to in- 
clude “cattle used for breeding or dairy 
purposes.” The Conference Committee ap- 
parently rejected the amendment as deserv- 
ing more consideration, but the Conference 
Report stated: 


“Tt is the hope of the conferees that, pend- 
ing such study and further legislation, the 
Treasury will follow the decision of the 8th 
Circuit Court in the Albright case (173 F. 2d 
339).” See House Report No. 3124, Eighty- 
first Congress, Second Session, page 28. 


Losses 


Certain types of losses are deductible. 
Among these are the losses arising from the 
sale or exchange of capital assets, the losses 
arising under the sale or exchange of so- 
called Section 117 (j) assets, net operating 
losses and the so-called casualty losses. 


Because the definition of capital assets is 
so exclusive, farmers rarely own many. The 
definition excludes: (a) stock in trade or 
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other property properly included in inven- 
tory if on hand at the close of the taxable 
year; (b) property held primarily for sale 
to customers in the ordinary course of the 
taxpayer’s trade or business; (c) taxable 
property used in a trade or business; (d) 
real property used in a trade or business; 
(e) federal, state and municipal obligations 
issued on or after March 1, 1941, on a tax 
basis and payable without interest at a 
fixed maturity date not exceeding one year 
from the date of issue. The greatest amount 
of such assets owned by them probably con- 
sists of stocks and bonds or other securities. 
The farm residence and automobile used for 
personal use occupy a peculiar status. Al- 
though the farm residence and the auto kept 
for personal use are generally capital assets 
and, therefore, only fifty per cent of the 
gain, if any, is taxed if they are sold after 
being owned for more than six months, still 
the losses on such a sale are not deductible 
unless the house and automobile are used 
in a transaction entered into for profit or 
unless the losses are incurred in a trade or 
business. Oftentimes, in the case of farmers, 
both the automobile and the residence are 
used partially for business purposes and 
partially for personal use, and the difficult 
problem of allocation then arises. 

The losses arising from the sale or ex- 
change of assets qualifying under Section 
117 (j) are deductible. A primary advantage 
to the taxpayer of Section 117 (j) is that, 
whereas when so-called Section 117 (j) as- 
sets are sold, the vendor is taxed on only 
fifty per cent of the gain if they have been 
held for more than six months, losses are 
deductible in full. 

It should be pointed out, however, that 
losses from the sale of assets subject to 
Section 117 (j) must be offset against gains 
from the sale of other Section 117 (j) as- 
sets, and only the difference, if any, is de- 
ductible. Suppose, for example, that a 
farmer sold a tractor in 1949 having an ad- 
justed basis of $1,500 for $1,000 and that he 
had held the tractor for nine months. There- 
fore, his loss is $500. Assume, however, that 
he sold two bulls, held for more than six 
months, in the same year at a gain of $500. 
Instead of reporting a gain of $250 and a 
loss of $500, he is compelled to offset one 
against the other. However, if he had had 
no gain that particular year on the sale of 
Section 117 (j) items, his loss would be re- 
ported in full. It should be recalled also that 
Section 117 (j) livestock have no adjusted 
basis, since most farmers have already de- 
ducted all raising expenses. Accordingly, 
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the basis of the animals is generally zero, 
and there can be no taxable loss on their sale. 


A third type of deductible loss is the 
net operating loss. If a farmer suffers a net 
operating loss, he, as other taxpayers, may 
carry it back to offset, with certain adjust- 
ments, the income of prior years and have 
refunded to him, if he survives the Bureau 
audit, the income tax of the prior year, in- 
sofar as the loss offsets the income of the 
prior year. If there is any net operating loss 
remaining, it may, under the Revenue Act 
of 1950, be carried forward to offset income 
for the next five years to the extent avail- 
able. The Revenue Act of 1950 made a 
change in the net operating loss deduction 
with respect to the years to which it can be 
applied. Prior to the Revenue Act of 1950, 
there was a two-year carry-back and a two- 
year carry-over. Under the law as it now 
stands, the two-year carry-back and the two- 
year carry-over are retained, but their ap- 
plication is limited to taxable years begin- 
ning before 1950. For 1950 and later years, 
the loss can be carried back only one year, 
but any excess remaining after offsetting the 
income of the prior year can be carried for- 
ward to the succeeding five years to the ex- 
tent available. 


A fourth general type of loss is the so- 
called casualty loss arising from fire, storm, 
theft, etc. Growing crops generally have no 
tax basis, however, and losses of grain 
crops through hail, fire, wind, etc., therefore 
do not result in deductible losses. Suppose, 
for example, that a farmer has one hundred 
acres of corn which were destroyed by hail 
when about half grown. Although the farmer 
has suffered an economic loss, he cannot de- 
duct anything on his return because he has 
lost anticipated income, and his tax advan- 
tage because of the loss will show up ulti- 
mately through the fact that he has less 
income than if the corn had been harvested 
and sold. His expenses in raising the corn 
are deductible, of course. If someone steals 
the farmer’s tractor, which has an adjusted 
basis of $1,000, or if lightning strikes his 
draft horse, which has an adjusted basis of 
$100, the loss in either case is deductible, 
less, of course, the insurance received. 


Form 1040-F 


Form 1040-F is the Treasury Depart- 
ment’s officially designated form to be used 
by farmers and is to be attached to Form 
1040. If the cash basis is used, pages 1 and 
3 of the form are completed, and if the 
accrual basis is used, pages 2 and 3 are to 


be used. Page 1 of the return has to do 


primarily with the various items of income, 
and at the bottom of the form is the sum- 
mary of income and deductions. With re- 
spect to the various items of income, the 
form provides four schedules: one for the 
sale of livestock raised, another for the sale 
of produce raised, a third for other farm in- 
come and a fourth for the sale of livestock 
and other items purchased. 


In completing the schedule for the sale of 
livestock raised, care should be used that no 
items subject to Section 117 (j) are erro- 
neously included within the schedule, and an 
analysis should be made of the cattle and 
horses and other livestock to determine that 
the items subject to Section 117 (j) have 
been excluded so that the benefit of this 
section may be obtained. 


With respect to the schedule having to do 
with other farm income, the Regulations pro- 
vide (Regulations 111, Section 29.22 (a)-7) 
that when on a cash basis, the taxpayer 
should not report rent received in crop 
shares until the crop shares are reduced to 
money or its equivalent. In other words, if 
a farmer rents eighty acres in land and re- 
ceives from the tenant, in the year 1950, 
1,500 bushels of corn as his share of the 
rent, he should not report this as income 
until the year in which he sells the corn. 
Schedule 3 also provides for the reporting 
of agricultural program payments. If a 
farmer has hail insurance or other insurance 
on growing crops and receives proceeds un- 
der the policies, the proceeds should be re- 
ported in this schedule, unless, of course, 
the insurance proceeds are received from the 
destruction of buildings or other capital 
assets. It has been held also that the fair 
market value of grain or other products do- 
nated to charitable institutions must be 
reported in gross income, and that should be 
reported in this schedule. (See I. T. 3910, 
1948-1 CB 15.) 

Schedule 4 on page 1 concerns the sale 
of livestock and other items purchased. This 
schedule calls for the date acquired, the 
gross sales price, the cost or other basis, the 
depreciation and the profit. As noted pre- 
viously in this article, the cost of livestock 
or other items purchased is to be deducted 
from the gross sales price in the year in 
which the sale is made. Care should be 
taken that all items of livestock purchased 
are entered in this schedule rather than in 
schedule 1 heretofore discussed. Items sub- 
ject to Section 117 (j) should not be entered 
in this schedule. The schedule on the bot- 
tom of page 1 is merely a summary or re- 
capitulation of the income and deduction 
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schedules previously discussed from which 
are deducted the various expenses, deprecia- 
tion and net operating losses, if any. 


Page 3 of Form 1040-F encompasses two 
schedules, the first covering the various 
farm-expense items and the second depre- 
ciation. The expense schedule sets forth a 
great many of the normal farm expenditures 
such as labor hired, feed purchased, etc. In 
connection with this schedule, one of the 
main problems a great many farmers have 
is their failure to keep an adequate and 
accurate record of all of their incidental and 
minor farm expenses. Oftentimes such 
minor things as poisons, small tools, etc., are 
overlooked. Also, in connection with this 
schedule, a cautionary word should be said 
with relation to certain items of expense 
which are properly deducted on page 3 of 
Form 1040 rather than on this schedule. As 
an example, interest on a personal loan and 
certain personal taxes should not be deduc- 
ted on the farm schedule but, if deducted at 
all, should be deducted on page 3 of Form 
1040. Failure to deduct these expenses on 
the proper form may expose the farmer to 
the risk of the Commissioner’s contending 
that he has made an election not to use the 
standard deduction. The last schedule on 
page 3 has to do with depreciation, and the 
depreciation schedule involves the same 
problems that plague other business tax- 
payers. Bulletin F sets forth the govern- 
ment’s view of the estimated useful life of a 
great many farm assets. 


When using the accrual method, page 2 of 
Form 1040-F is to be completed instead of 
page 1. Page 2 has two schedules, the first 
being the schedule for computing the in- 
ventory and the second schedule being the 
summary of income and deductions. In 
completing the inventory schedule, it is nec- 
essary to have the quantity and value of the 
various inventory items on hand at the be- 
ginning of the year, the quantity and amount 
paid for the various items purchased during 
the year, the quantity and inventory value 
of any livestock raised during the year, the 
quantity and value of any livestock con- 
sumed or lost during the year, the quantity 
and amount received for any livestock or 
other items sold during the year and the 
quantity and value of the items on hand 
at the end of the year. As noted previously, 
any one of various methods of inventory 
valuation may be used, but it is believed that 
for most farmers the farm-price method is 
the most practical. After having completed 
the inventory schedule at the top of page 2, 
it is necessary to complete the summary of 
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As in all other fields of income taxation, 
the farmer’s counsel must study the indi- 
vidual needs of his client. 





income and deductions on page 2. This is 
done by adding the inventory of livestock, 
crops and other products at the end of the 
year to the sales of livestock, crops and 
products during the year and adding other 
miscellaneous receipts. From this total is 
subtracted the total of the inventory of live- 
stock, crops and products at the beginning 
of the year and the cost of livestock and 
products purchased during the year. This 
gives the gross profit from which is deducted 
the expenses, depreciation and net operating 
losses, if any. The net farm profit, which is 
to be reported on line 22, schedule C, page 
2, Form 1040, is thus ascertained. 


It should be noted, in passing, that farmers 
have certain tax advantages not available 
in whole to other taxpayers. As an example, 
the farmer who raises part of his own food 
upon his farm is not subject to any tax upon 
the value of this food. Of course, he cannot 
deduct the expense of producing the food 
which he uses, but with the high tax rates 
imposed today, some farmers who produce 


a large part of their own food realize quite 
a savings. 


Another advantage available to farmers 
which is also available, perhaps, to a lesser 
degree to other taxpayers concerns the em- 
ployment of the farmers’ children. Most 
farmers’ children, in fact, do quite a sub- 
stantial part of the farm work. If the 
farmer and his child enter into a bona-fide 
employer-employee relationship, the farmer, 
of course, can deduct the wages paid to the 
child, and so long as the child does not earn 
$500 a year, the farmer can still claim the 
child as an exemption. Whether or not 
there is a bona-fide employer-employee re- 
lationship is, of course, a question of fact. 


The great amount of flexibility in the use 
of the cash basis also affords the farmer 
substantial advantages, if properly used, and 
allows considerable latitude with reference 
to the time of paying the tax. In addition, 
if at least two thirds of a person’s gross in- 
come is derived from farming, he may file 
the declaration of estimated tax on or before 
January 15 of the year following the year 
for which the return is made instead of on 
March 15 of the taxable year. Of course, 
if the farmer waits until January 15 of the 
following year, he must then pay the entire 
balance of the estimated tax. [The End] 
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Economic realities of each transaction 
should govern classification for stamp 
tax purposes, says the author, taking 
issue with present practices. 


“Pp-oigge ot French finance minister, be- 
fore the French Revolution, once 
remarked that “Taxation is the art of pluck- 
ing the goose so as to ensure the maximum 
amount of feathers with the minimum amount 
of squawking.” However, it may be noted 
that all types of feathers, although having 
characteristic qualities, are not pluckable.’ 
Plucking the nonpluckable feathers will un- 
doubtedly cause a maximum amount of 
squalling. 


Likewise, any effort to classify corporate 
promissory notes (evidencing debts arising 
in the ordinary course of business) as de- 
bentures of a corporation subject to stamp 
tax should result in painful utterances of 
opposition. Therefore, the recent policy of 
the Commissioner of Internal Revenue to 
scrutinize, for purposes of asserting the 
imposition of the stamp tax, all promissory 


‘ Although the mature breast feathers of a 
goose are pluckable, the wing or tail epidermal 
appendages are not pluckable without injury 
to the bird. 

2 Code Sections 1800 and 1801. 

331 Stat. 940. For former acts of Congress 
requiring stamps to be affixed to certain writ- 
ten documents see: Schedule B following Sec- 
tion 110 of the Act of July 1, 1862 (12 Stat. 
479); Section 6 of the Act of March 3, 1863 
(12 Stat. 720); Section 151 of the Act of June 
30, 1864 (13 Stat. 291); Section 1 of the Act 
of March 3, 1865 (13 Stat. 469); Act of July 
13, 1866 (14 Stat. 141); Section 1 of the Act 
of June 23, 1874 (18 Stat., part 3, 250). Sec- 
tion 36 of the Act of June 6, 1872, provided 
for the repeal, on and after October 31, 1872, 
of stamp taxes on instruments, except the tax 
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DEBENTURES v. NOTES 
and the Federal 


Documentary 


notes evidencing term loans with a maturity 
date of more than one year should be fol- 
lowed closely. While debentures generally 
embody the features of promissory notes 
and are subject to the federal documentary 
stamp tax,? promissory notes, including 
those evidencing term loans, arising in the 
ordinary course of business and lacking the 
characteristics of and circumstances sur- 
rounding the issuance of debentures are not 
subject to the tax. The treatment accorded 
promissory notes for stamp tax purposes 
warrants consideration. 


Legislative History 


Schedule A of the Spanish War Act of 
1898 imposed a stamp tax on designated in- 
struments which included bonds, debentures 
and certificates of indebtedness.* The 
stamp tax provisions of the Emergency 
Revenue Act (also referred to as the Act 
of October 22, 1914) were largely a re-en- 
actment of certain of the stamp tax sections 
of the Spanish War Act of 1898. However, the 
stamp tax was also levied on promissory notes. 


of two cents on bank checks, drafts and orders 
which was repealed by the Act of March 3, 
1883 (22 Stat. 488). Taxes were imposed on 
instruments and documents by Schedule A of 
the Act of June 13, 1898, and were repealed 
in part by the Act of March 2, 1901, and 
wholly repealed by the war-revenue repeal act 
of April 12, 1902 (32 Stat. 96), taking effect 
July 1, 1902. 


*Senate Finance Committee Report No. 813 
(63rd Congress, 1st Session), 1939-1 CB (Pt. 2) 
16. Congress classified itself as an incorrigible 
optimist when it expressed the belief (in said 
Report No. 813) that ‘‘by rigid economy in 
expenditures, the stamp taxes levied .. . will 
not be necessary for a longer period than 14 
months, and therefore we provided that the 
stamp-tax provision shall remain in force only 
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Stamp Tax 











By JEROME TANNENBAUM 
New York Attorney 


Section 800 of Title VIII of the Revenue 
Act of 1917 provided for the levying of 
stamp taxes in respect of “bonds, debentures, 
or certificates of stock and of indebtedness, 
and other documents, instruments, matters, or 
things mentioned and described in Schedule A” 
of this title (italics supplied). It is note- 
worthy to point out that bonds, debentures 
and certificates of indebtedness were men- 
tioned in subdivision 1 of ‘said schedule 
while “drafts or checks payable otherwise 
than at sight or demand, promissory notes, 
except bank notes issued for circulation, and 

each renewal of the same” were 
separately classified in subdivision 6 of the 
schedule (italics supplied). The different 
classifications were intentionally provided 
for in the Revenue Bill of 1917 which the 
House of Representatives passed. The 
Senate was aware of the distinction as fur- 
ther evidenced by its unsuccessful attempt 





(Footnote 4 continued) 

until January 1, 1916."". The War Emergency 
Act became effective December 1, 1914, and by 
its own terms expired December 31, 1915. It 
was extended by the joint resolution of De- 
cember 17, 1915, up to and including December 
31, 1916, and then repealed by the Act of Sep- 
tember 8, 1916 (39 Stat. 756), effective Sep- 
tember 9, 1916. 

5 See also the different classifications of these 
instruments in House Report No. 45 (65th Con- 
gress, 1st Session), 1939-1 CB (Part 2) 53. The 
War Revenue Act went into effect December 
i, TSR. 

6 Amendment 264 of Joint Conference Report 
No. 172 (65th Congress, 1st Session), 1939-1 
CB (Part 2) 83. 

™ Section 1400 (a) of the Revenue Act of 1918 
and Schedule A thereof. House Ways and 
Means Committee Report No. 767 (65th Con- 
gress, 1st Session), 1939-1 CB (Part 2) 113. 


Debentures v. Notes 


to exempt “renewed promissory notes” from 
the stamp tax.® 


The respective Revenue Acts of 1918 and 
of 1921 substantially re-enacted the stamp 
tax provisions of the 1917 act.’ Congress 
reiterated its recognition of the distinction 
between bonds, debentures, certificates of in- 
debtedness and corporate securities on one 
hand and drafts or checks and promissory 
notes on the other hand. 


In the House of Representatives version 
of the Revenue Bill of 1924, the stamp tax 
imposed by the then existing law upon 
drafts, checks and promissory notes was 
recommended for repeal. However, bonds, 
debentures and corporate securities were 
still classified as taxable instruments. The 
Senate attempted to restore the tax upon 
checks, drafts and promissory notes* but 
receded in conference. Thus, under the 
Revenue Act of 1924, Congress exempted 
promissory notes from the stamp tax. 


Stamp taxes were thereafter continued in 
respect to bonds, debentures, certificates of 
indebtedness issued by corporations and in- 
struments known generally as corporate 
securities by the revenue acts.” The imposi- 
tion of this tax is now found in Sections 
1800 and 1801 of the Internal Revenue Code. 
Also, each renewal is presently taxable as 
a new issue.” 


It is therefore significant that while the 
taxable status of bonds, debentures, certifi- 
cates of indebtedness and corporate securi- 
ties was continued, for stamp tax purposes, 
without -being given any defined meaning 
in the statute, Congress emphatically placed 
promissory notes in a nontaxable category. 
This, of course, does not mean that the 
mere denomination of an instrument as a 
promissory note would exempt it from the 
tax if it is apparent from its face and sub- 


8 Senate Finance Committee Report No. 398 
(68th Congress, 1st Session), 1939-1 CB (Part 2) 
295. 

®* The stamp tax provisions which were ap- 
plicable to taxable instruments issued by both 
persons and corporations were slightly changed 
in the Revenue Act of 1926. The stamp tax 
was limited to taxable instruments issued by 
corporations (Amendmert Wo. 123 of Confer- 
ence Report (69th Congress, 1st Session), 1939-1 
CB (Part 2) 277). Another important change 
(although not material to our present sub- 
ject) was made by Section 721 (a) of the 
Revenue Act of 1934 (Part 111) which freed 
from the stamp tax ‘any instrument under 
the terms of which the obligee is required to 
make payment therefor in installments and 
is not permitted to make in any year a pay- 
ment of more than 20 per centum of the cash 
amount to which entitled upon maturity of 
the instrument.”’ 

Sections 113.50, 113.53, 113.54, Regulations 
71 (1941 Edition). 
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stance that it is a taxable instrument.” 
Nevertheless, in granting the exemption to 
promissory notes, it may be reasonably 
assumed that Congress was fully cognizant 
of the usual provisions contained in notes 
(or loan agreements accompanying same) 
for acceleration, prepayment, credit safe- 
guards and other common provisions. The 
mere presence of those provisions in or as 
part of the notes evidencing debts arising 
in the ordinary course of business would 
not convert them into or sanction their 
classification as taxable instruments. 


Factors to Determine Taxability 


In determining the taxability of an instru- 
ment, such factors as nomenclature, form 
and terms of the instrument as well as all 
the circumstances surrounding its issuance 
are taken into account.” The courts have 
not had much difficulty in classifying as 
taxable instruments those which are gener- 
ally known as corporate securities issued 


in registered form or with interest coupons.” 
However, the taxability or nontaxability of 
a particular instrument which is not issued 
in registered form or with interest coupons 
depends upon whether or not it comes with- 
in the classification of a bond, debenture 
or certificate of indebtedness, none of which 
appear to have an exactly defined legal 
definition.* 


It is difficult to distinguish a corporate 
bond from a debenture.” From a broad 
standpoint, a bond, like a debenture, may 
be defined as an instrument representing or 
acknowledging a corporate debt and prom- 
ising payment thereof with interest.% Each 
is usually but not necessarily under seal. 
Neither necessarily implies a secured debt or 
claim.” A certificate of indebtedness has 
been vaguely defined by an old Treasury 
Department ruling as an instrument which 
primarily acknowledges liability for the pay- 
ment of money but which is not in the 
recognized form of a promissory note or 
bill of exchange.™ 





11JIn 1924, the Bureau of Internal Revenue 
held that an instrument which, on its form 
and face, was primarily a promissory note was 
not subject to stamp tax upon issuance or 
transfer. (Letters addressed to the Chicago 
Title and Trust Company, under dates of Sep- 
tember 29 and October 8, 1924, and signed 
by R. M. Estes, Deputy Commissioner of In- 
ternal Revenue, 1950 CCH Standard Federal 
Tax Reports { 2833.55). Because of the long 
and uniform holding (by the Bureau of In- 
ternal Revenue) that an instrument termed a 
‘‘note’’ was not subject to stamp tax, the Com- 
missioner of Internal Revenue decided in 1948 
(M. T. 32, 1948-2 CB 160) to apply only pro- 
spectively the decision in General Motors Ac- 
ceptance Corporation v. Higgins, 47-1 ustc 
§ 9252, 161 F. (2d) 593 (CCA-2), cert. den. 332 
U. S. 810 (1947), to instruments termed ‘‘notes’’ 
issued or transferred after March 14, 1947, in 
cases where Said taxable instruments come 
within the purview of the Circuit Court of 
Appeals for the Second Circuit’s decision. 

12 Section 113.55 of Regulations 71 (1941 Edi- 
tion): Goodyear Tire and Rubber Company v. 
U. S., 1 vustc 1206, 273 U. S. 100 (1927); 
U. 8S. v. Klausner, 1 vustc § 300, 25 F. .(2d) 
608 (CCA-2, 1928); General Motors Acceptance 
Corporation v. Higgins, footncte 11; Willcuts 
v. Investors Syndicate, 3 ustc J 916, 57 F. (2d) 
811 (CCA-8, 1932). In Royal Loan Company v. 
U. 8., 46-1 ustc | 9235, 154 F. (2d) 556 (CCA-8), 
the purpose for which the taxable instruments 
were issued was held to create no exception 
in the statute. 

13 Willcuts v. Investors Syndicate, footnote 
12: Lederer v. Fidelity Trust Company, 1 ustc 
1115, 267 U. S. 17 (1925); Motter v. Bankers 
Mortgage Company of Topeka, 38-1 usrc { 9017, 
93 F. (2d) 778 (CCA-10); EH: A. Whitman v. 
U. §., 43-1 vustc § 9212 (DC Minn., 1942); 
Lawyers Mortgage Company v. Anderson, 3 
ustc § 1186, 67 F. (2d) 889 (CCA-2, 1933); Title 
Guarantee and Trust Company v. Bowers, 1933 
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CCH Standard Federal Tax Reports { 9597, 67 
F. (2d) 892 (CCA-2), cert. den. 292 U. S. 628 
(1933); Mortgage Guarantee Company v. Welch, 
2 ustc { 478, 38 F. (2d) 184 (CCA-9, 1930); 
U. 8. v. American Trust and Banking Com- 
pany, 42-1 ustc {§ 9210, 125 F. (2d) 113 (CCA-6). 

“The argument that the statutory phrase 
“‘with interest coupons or in registered form”’ 
qualifies the preceding references to bonds, de- 
bentures and certificates of indebtedness in 
Code Section 1801 has been rejected by the 
courts. (General Motors Acceptance Corpora- 
tion v. Higgins, footnote 11; Motter v. Bankers 
Mortgage Company, footnote 13. Compare Belle- 
field Company v. Heiner, -1 vustc § 305, 25 F. 
(2d) 560 (CCA-3, 1928). 

819 Corpus Juris Secundum 723. 

‘© 19 Corpus Juris Secundum 721-722, 1301-1302. 


17 Barton National Bank v. Atkins, 47 Atl. 
176 (S. Ct. Vt., 1899). See also: Lormior v. 
McGreevy, 84 S. W. (2d) 667 (Ct. of App. 
Kansas City, Mo., 1935); General Motors Ac- 
ceptance Corporation v. Higgins, footnote 11. 
Compare: Commissioner v. H. P. Hood and 
Sons, 44-1 ustc { 9253, 141 F. (2d) 467 (CCA-1); 
Lough, Corporation Finance, Volume VI (cited 
in the General Motors Acceptance Corporation 
case). In Crowell, Dictionary of Business and 
Finance (cited in the General Motors Accept- 
ance Corporation case), a debenture is defined 
as “‘A certificate of debt issued by a corpora- 
tion. Unless secured by a mortgage, it [de- 
benture] is simply a promise to pay, or in 
other words, a promissory note.’’ 


8% T, D. 2713 (1918). See Hamilton National 
Bank of Chattanooga v. U. 8., 38-2 ustc { 9563, 
99 F. (2d) 570 (CCA-6), cert. den. 306 U: S. 
653 (1939), in which the Circuit Court of Ap- 
peals for the Sixth Circuit also construed cer- 
tificates to be taxable corporate securities. 
Also see National Thrift Corporation of America 
v. Welch, 2 ustc § 805, 56 F. (2d) 1077 (DC 
Calif., 1931). 
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Such taxable instruments may differ from 
promissory notes in the formality attend- 
ant on their authorization and issuance.” 
Also, a prime distinguishing feature of a 
taxable instrument is (although not always) 
its investment character, designed and draped 
in a form convenient to be bought and sold 
as an investment.” On the other hand, non- 
taxable promissory notes usually denote the 
ordinary debtor-creditor relationship between 
the maker and holder thereof, even though 
they may be collaterally secured in some way. 


While it is settled that Congress intended 
the stamp statute to be broad and compre- 
hensive in scope™ and that refined techni- 
calities will not sway the courts,” never- 
theless, the courts recognize that it is a 
matter of common speech to which the stat- 
ute refers in determining whether an instru- 
ment should or should not be taxable as a 
corporate security.” 


General Motors 
Acceptance Corporation v. Higgins 


In General Motors Acceptance Corporation 
v. Higgins™* the question presented was 
whether or not corporate instruments issued 
without interest coupons or registration as 
evidences of indebtedness to a small group 
of corporate lenders, in large denominations 
and for their own private investment pur- 
poses, were taxable under the statute as 
bonds, debentures or certificates of indebt- 
edness. In 1935, General Motors Acceptance 
Corporation (hereinafter referred to as 
GMAC) borrowed privately $25,000,000 
from five insurance companies and three 
other corporate lenders and delivered to 
them eighty-four unsecured instruments, 
designated as 3% per cent notes, ranging in 
face amounts from $100,000 to $1,000,000. 
They were in serial form, thirteen of the 
“notes” being payable to the order of desig- 
nated persons and the remaining seventy- 
one notes being payable to bearer. 


The notes were printed on tinted paper with 
steel engraved borders. Authentication by the 
plaintiff's comptroller of each note was re- 
quired. They bore the corporate seal, and 
matured from 414 to five years from the date 
of issue. Moreover, the resolutions of plain- 


12 Compare 19 Corpus Juris Secundum 721-722. 


2 Compare: Barton National Bank v. Atkins, 
footnote 17; In re Waldstein, 160 Misc. 763, 
291 N. Y. S. 697 (S. Ct. Albany County, N. Y., 
1936). 

21 Motter v. Bankers Mortgage Company, foot- 
note 13. 
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tiff’s board of directors which authorized 
plaintiff's officers to borrow the money ex- 
pressly provided that the borrowing should 
be from not more than ten investors and that 
“prior to the sale of such promissory notes 
the officers of the corporation Shall obtain the 

Statement of each purchaser to 
the effect that its purchase is for investment 
account and not with the view of distribu- 
tion to the public.” (Italics supplied.) 


The instruments contained provisions for 
acceleration and redemption before maturity 
and conditions relative to the pledging of 
or placing of a lien on any of the property 
or assets of the obligor. No note could be 
authenticated unless at the time of authenti- 
cation GMAC owned “receivables, install- 
ment payment obligations, cash, or cash on 
deposit to its order, pledged or unpledged, 
in the aggregate to an amount at least equal 
to the total of all its obligations outstanding, 
secured or unsecured, including the notes 
and obligations then being authenticated and 
issued.” 


The Circuit Court of Appeals for the 
Second Circuit, in holding the instruments 
taxable as debentures, emphasized the invest- 
ment features of the instruments. It stated: 


“Their terms, appearance, and method of 
sale to a comparatively few investors who 
were required to state at least their then 
present intention to hold them for invest- 
ment purposes without transfer to others 
combined to put them in a class apart from 
ordinary commercial promissory notes and 
into the category of debentures as that term 
is used in the statute in its setting with 
bonds, and certificates of indebtedness, to 
designate a type of corporate securities 
which does not include ordinary promissory 
notes.” 


While classifying those “notes” as deben- 
tures, the court recognized that the stamp 
tax is not imposed on notes “used custom- 
arily in day to day commercial transactions 
of a short time credit character.” 


Bureau Rulings of July 14 
and August 18, 1948 


The Bureau has recognized within recent 
years that promissory notes, as distinguished 





**Compare: U. 8. v. Isham, 17 Wall. 492 
(1873); General Motors Acceptance Corporation 
v. Higgins, footnote 11. 

23 Lederer v. Fidelity Trust Company, foot- 
note 13; U. 8. v. Isham, footnote 22. 
24 Footnote 11. 





from corporate securities, are not subject 
to the stamp duty. On May 20 and June 10, 
1948, the Home Title Guaranty Company 
of New York transmitted to the Commis- 
sioner of Internal Revenue a blank form 
of mortgage used in New York state and six 
different forms of mortgage notes. Each note 
form evidenced a promise to pay a sum certain 
in money, plus interest, at a specified date. 
In case of enumerated defaults, the notes 
would become immediately due at the hold- 
er’s option. Each note was secured by a 
mortgage on real property. Two of the 
notes were negotiable and four were non- 
negotiable. Two of the nonnegotiable notes 
were payable to the mortgagee or assigns. 
Three of the notes carried a waiver of pro- 
test. It was also noted that some or all of 
the notes might also carry a_ specific 
acknowledgment of the corporate obligation 
executed by a duly authorized officer of the 
corporate mortgagor. 


Inquiry was made as to whether any such 
note would be taxable on issuance by a 
corporation under Code Section 1801 and 
whether any of the said six types of notes 
came within the ambit of the decision of the 
Circuit Court of Appeals for the Second 
Circuit in the General Motors Acceptance 
Corporation case. Reference was made to 
the New York law (as changed) that banks, 
insurance companies and fiduciaries making 
mortgage loans may now invest in mortgage 
notes and that “many corporations engaged 
in various and extensive building programs, 
are financing such operations by issuing 
notes as the primary obligation secured by 
mortgages on real property.” 


A ruling, dated July 14, 1948, -was issued 
by Stewart Berkshire, Acting Commissioner 
of Internal Revenue, to the Home Title 
Guaranty Company.” In this ruling, it was 
stated, among other things, as follows: 


“Tf the notes, whether directly by express 
provisions included therein or indirectly by 
virtue of the provisions of an accompanying 
collateral loan agreement are subject to 
conditions (1) providing for amortization, 
(2) requiring the maintenance of a specified 
minimum capital on the part of the issuer, 
(3) imposing upon the issuer a*prohibition 
against conveyance of assets, (4) imposing 
upon the issuer a limitation upon the crea- 
tion or assumption of other indebtedness, 
(5) providing for an acceleration of the 
maturity or prepayment prior to maturity, 
and (6) requiring the issuer to furnish the 
note holder with copies of annual balance 


231948 CCH Standard Federal Tax Reports 
1 6223; also compare special ruling of June 


sheets or other information of similar char- 
acter, the notes will be regarded at least 
prima facie as coming within the purview 
of the General Motors Acceptance Corpora- 
tion case. In the view of the Bureau, the 
foregoing conditions are commonly asso- 
ciated with instruments falling in the class 
of corporate securities subject to docu- 
mentary stamp taxation, and for that reason 
notes having such conditions would appear 
to be taxable as corporate securities. It is 
not intended by this letter to indicate that 
all these conditions must be present before 
a note may be classed as taxable; neither 
is it intended that this letter be regarded 
as a general rule indicative of the scope 
and application of the General Motors Ac- 
ceptance Corporation decision. Obviously, 
the circumstances and facts may so vary in 
individual cases as to require a considera- 
tion of other factors. 


“The photostatic copies of the six blank 
notes submitted with your letter of May 20, 
1948, do not directly or indirectly include 
conditions such as those set forth in the 
next preceding paragraph. To the con- 
trary, the conditions [as to acceleration in 
case of certain defaults] to which the notes 
are subject appear to be common to conditions 
associated with notes generally. For this rea- 
son, and taking into consideration also the 
circumstances under which the notes will 
be used and the fact that the notes are not 
issued in series but in each instance cover 
only a single indebtedness secured by a 
mortgage applying only to that indebted- 
ness, the Bureau is of the opinion that the 
notes are not subject to documentary stamp 
tax. This ruling is not affected by the 
negotiability or non-negotiability of the note 
nor by the addition to the note of a form of 
corporate acknowledgment.” (Italics supplied.) 


On August 18, 1948, a further ruling was 
issued by Fred S. Martin, Acting Commis- 
sioner of Internal Revenue, to the Home 
Title Guaranty Company, in which it was 
stated: 


“It is your contention that notes 
issued under the same circumstances and 
subject to the same conditions as were the 
notes submitted with your letter of May 
20, 1948, except that in addition to having 
an acceleration clause they also have an 
amortization provision and prepayment pro- 
vision, should not be taxable. 

“It is the view of the Bureau . . . that 


mortgage notes issued by corporations un- 
der the same circumstances and subject to 


23, 1949, 1949 CCH Standard Federal Tax Re- 
ports 7 6152. 
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the same conditions as were the notes sub- 
mitted with your letter of May 20, 1948, 
except that they are issued subject to pro- 
visions permitting amortization payments, 
acceleration of the maturity date in case of 
default, and prepayment prior to maturity, 
are not subject to the documentary stamp 
tax as imposed by section 1801, supra.” 


The Commissioner of Internal Revenue 
has recently issued another pertinent stamp 
tax ruling, under M. T. 38, relating to advice 
requested of him as to whether the follow- 
ing corporate instruments termed “promis- 
sory notes” are taxable upon issue:” 


“M Corporation, hereinafter called M, 
entered into a loan agreement with N In- 
surance Co., hereinafter called N, in accord- 
ance with which M issued to N interest- 
bearing notes evidencing the borrowing of 
X dollars, due Y years from date of issu- 
ance. The agreement pursuant to which the 
notes were issued provides for an accelera- 
tion of the maturity date or prepayment 
prior to such date. The agreement limits 
M with respect to other corporate financing 
and the disposition of its assets and prop- 
erties. M is also restricted in the declaration 
of dividends and in the modification of its 
corporate structure, being required to main- 
tain specified minimum capital as long as 
the notes are outstanding, and to furnish 
balance sheets and income and_ surplus 
statements and such additional information 
regarding its business affairs and financial 
condition as may reasonably be required by 
N. The loan agreement is made by M and 
N, subject to the approval of counsel as to 
the legality of the notes, and upon the re- 
presentation of N that it is acquiring the 
notes for the purpose of investment only 
and not with a view to the sale or disposi- 
tion thereof.” 


The Bureau rendered the opinion “that 
the instruments issued pursuant to the 
agreement involved in the present case 
create rights and liabilities not commonly 
associated with promissory notes. By their 
terms and provisions, the instruments re- 
present a method of financing common to 
debentures, which is similar to that type of 
finahcing accomplished through the medium 
of a public issuance of investment securities 
under an indenture. Moreover, the instru- 
ments were issued by the corporate borrow- 
er to obtain capital for use in its business 
under conditions similar to the sale of bonds, 
debentures, or other investment securities. 
The fact that the borrowing is effected 





through one or more lenders, rather than 
the general public, is not material to the 
question here at issue. Thus, from an over- 
ali standpoint, and not based upon any par- 
ticular factor or condition, it is the opinion 
of the Bureau, in the light of the decision 
in the General Motors Acceptance Corpora- 
tion case, supra, that the instruments in- 
volved in the present case should be classed 
as debentures. Accordingly, they are sub- 
ject to the tax imposed by sections 1800 
and 1801 of the Code, as amended.” 


Usual Circumstances Surrounding 
Commercial Promissory Notes 
Delivered to Banks 


In most instances, a promissory note or 
notes evidencing indebtedness arising out 
of a commercial loan made by a hank to a 
borrowing corporation is surrounded by ordi- 
nary borrowing circumstances and terms. 
The fact that the loan is substantial or is 
payable over a longer period than a year is 
not a sufficient ground for classifying an 
ordinary nontaxable note as a taxable cor- 
porate security. 


Let us assume the following state of facts: 
A bank has just made a loan of $1,500,000, 
payable monthly or quarterly over a period 
of a year or a year and a half, evidenced by 
a single promissory note or a series of in- 
stallment notes. This loan is made by the 
bank in the regular course of its banking 
business and with the intention of allocating 
certain portions of the loan among other 
participating banks (as is a customary prac- 
tice where a loan is substantial). Likewise, 
the borrowing corporation has borrowed the 
money in the regular course of its business. 
No brokers were involved in connection with 
the making of the loan and no commissions 
were paid or incurred. The bank, as is usual 
in making a loan to a depositor, merely cred- 
ited the proceeds of the loan to the bank 
account which the borrowing corporation 
maintained or opened with the bank. 


Also assume that a loan agreement ac- 
companies or is made part of the note (or 
series of installment notes). This agreement 
contains provisions with respect to (1) ac- 
celeration in case of specified defaults, (2) 
prepayment, (3) amortization, (4) waiver 
of protest and (5) credit safeguards such as 
limitations and restrictions. Banking circles 
acknowledge that these provisions of the 
loan agreement are nothing more than the 


76 1949-2 CB 128, 1949 CCH Standard Federal 


Tax Reports {| 6206. 
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usual provisions embodied in a bank loan 
of this size made in the regular course 
of business. 

It may be further assumed that the note 
(or installment notes) is (or are) at all times 
negotiable. The note (or notes) is in the 
ordinary form of a promissory note, typed 


on plain white paper or printed on the usual- 


form of the bank and refers or incorporates 
the terms of the loan agreement. Thus there 
is absent any printing or engraving of the 
note on the high-quality paper generally 
used for debentures or corporate securities. 


The note (or installment notes) is an iso- 
lated note (or isolated series of installment 
notes) made and delivered to the lending 
bank as evidence of the money borrowed 
from the bank. There never has been any 
intention that the note will be treated as a 
debenture, and it is not offered or issued for 
sale to the public or privately. 


Furthermore, it may be assumed, as is 
usually the case, that there is no understand- 
ing, direct or indirect, that the note has 
been acquired or will be held by the bank 
in its investment account or for investment 
purposes. The records of the bank show 
(which is usually the case) that the note 
evidencing the loan is carried in the loan 
portfolio of the bank and not in its invest- 
ment portfolio. Also, the loan is handled by 
an officer of the bank whose duty is that of 
making loans and not of making investments 
for the bank. 


It may also be further assumed that the 
bank has an investment committee which 
passes upon and approves, for investment 
purposes, the purchase of debentures and 
the making of investments. This investment 
committee does not consider or pass upon 
the making of the loan, because from the 
facts, it is self-evident that the note has not 
been acquired for investment purposes by 
the bank. On the other hand, the bank has 
a discount committee (also sometimes re- 
ferred to as a loan committee) and also an 
executive committee which pass upon loans 
evidenced by usual negotiable promissory 
notes. This discount committee does not 
consider any items which the bank may 
intend to acquire or does acquire for invest- 
ment purposes. The discount committee and 
executive committee pass upon and approve 





the loan. It is’ thus manifest that the loan 
(and note or series of installment notes) 
constitutes nothing more than a usual loan 
made in the ordinary course of the banking 
business of the lending bank. 


The quarterly or monthly payments of 
principal under the note, the duration of the 
note, its form, size and appearance, the cir- 
cumstances and conditions surrounding the 
making of the loan by the bank and the 
execution of the note and the loan agree- 
ment by the borrowing corporation, in the 
light of usual banking practices and de- 
mands relating to such a loan in the regular 
course of business, establish (in this author’s 
opinion) that the borrowing corporation 
(under the assumed state of facts) did not 
obtain or attempt to obtain capital for any 
substantial period of time from investors for 
general use in its business as it might by 
the sale of its bonds, debentures or similar 
corporate securities. At no time was the 
note ever considered by the borrowing cor- 
poration or the bank as a debenture or any 
other kind of corporate security. It is there- 
fore believed, in the assumed example, that 
the instrument lacks the characteristics of 
a debenture of corporate security, and, as a 
note, it would not be subject to the stamp 
tax under Code Section 1801. 


Conclusion 


The economic realities and substance of 
each transaction should govern the classifi- 
cation of the instrument for stamp tax pur- 
poses. This author believes that notes having 
the usual form and appearance of commer- 
cial notes, although containing therein or in 
a collateral agreement provisions for pre- 
payment and acceleration as well as safe- 
guard restrictions such as financing and 
dividend restrictions, are not subject to the 
stamp tax upon issuance, where the sub- 
stance of the transaction, denuded by the 
form of the safeguard provisions which a 
lender may require in the note or collateral 
agreement, manifests the creation of the 
normal relationship of debtor and creditor 
evidenced by the making and delivery of 
common commercial notes, and there is an 
absence of investment intent either express 
or implied. [The End] 





BUT IT TAKES REAL MONEY TO PAY IT 


“It is not a sound excess-profits-tax bill; it is an excess politics 


bill.’—Representative Woodruff (Michigan), December 5, 1950. 
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Tax Jurisdiction 





of the District Courts 


By METELLUS THOMSON, Jr. 


AMENDMENTS TO THE LAW GOVERNING JURISDICTION OF TAX CASES 
HAVE SUCCESSIVELY FAILED TO CURE THE BASIC ILLS INVOLVED, SAYS 
THIS CHICAGO ATTORNEY, AND ELIMINATION OF THE $10,000 LIMITATION 
ON DISTRICT COURT JURISDICTION IS THE FIRST STEP TO A REAL REMEDY 





 Preecne genie of the subject in- 
volved has been affected by three con- 
temporary changes in pertinent statutes, 
each change necessitating a somewhat dif- 
ferent approach to the problem. 


The two interesting articles by Mr. Victo 
R. Wolder on tax refund counterclaims and 
setoffs against the United States in actions 
in the district courts appearing in the Sep- 
tember, 1949 and January, 1950 issues of 
Taxes discussed the apparent mistake in the 
re-enactment of the provisions relating to the 
jurisdiction of the district courts where the 
United States is the defendant. In refram- 
ing the statute, Section 1346 of Title 28 was 
made somewhat meaningless as to the juris- 
diction or lack of jurisdiction of the district 
courts in suits involving more than $10,000. 
As Mr. Wolder pointed out, Congress, on 


‘As first included in the New Judiciary and 
Judicial Procedure Code, Section 1346 read: 

‘‘(a) The district courts shall have original 
jurisdiction, concurrent with the Court of 
Claims, of: 

“(1) Any civil action against the United 
States for the recovery of any internal-revenue 
tax alleged to have been erroneously or ille- 
gally assessed or collected, or any penalty 
claimed to have been collected without au- 
thority or any sum alleged to have been ex- 
cessive or in any manner wrongfully collected 
under the internal-revenue laws . even if 
the claim exceeds $10,000 if the collector of 
internal revenue by whom such tax, penalty 
or sum was collected is dead or is not in 
Office as collector of internal revenue when 
such action is commenced.”’ 

The amendment made the subsection read: 

‘‘(a) The district courts shall have original 
jurisdiction, concurrent with the Court of 
Claims, of: 

(1) Any civil action against the United 
States for the recovery of any internal-revenue 





Jurisdiction of District Courts 


May 24, 1949, rectified the mistake by the 
insertion of eight words, and the law was 
restored to its status prior to the re-enactment." 


In the February, 1950 issue of TAxes, Mr. 
Platt W. Dockery discussed the amendment 
of Section 3772 of the Internal Revenue 
Code and the effect thereof on suits against 
collectors. In the May issue, Mr. Samuel 
Brodsky reviewed the subject in “Acq. and 
Non-acq.” 


The change in the statute discussed by 
Mr. Wolder was only subsidiary, though 
important, to Mr. Wolder’s main problem— 
counterclaim and setoff rights in the dis- 
trict courts? Mr. Dockery treats of the 
August 27, 1949 change in the statute which 
provides that a credit shall be equivalent 
to a payment.’ 


tax alleged to have been erroneously or ille- 
gally assessed or collected, or any penalty 
claimed to have been collected without au- 
thority or any sum alleged to have been ex- 
cessive or in any manner wrongfully collected 
under the internal-revenue laws, (i) if the 
claim does not exceed $10,000 or (ii) even if 
the claim exceeds $10,000 if the collector of 
internal revenue by whom such tax, penalty 
or sum was collected is dead or is not in office 
as collector of internal revenue when such 
action is commenced.”’ 

?Mr. Wolder’s case is U. 8S. v. Wissahickon 
Tool Works, Inc., et al., 84 F. Supp. 896 (DC 
N. Y., 1949). 

3 Section 3772 (e). ‘‘Credit Treated as Pay- 
ment.—The credit of an overpayment of any 
tax in satisfaction of any tax liability shall, 
for the purpose of any suit for refund of such 
tax liability so satisfied, be deemed to be a 
payment in respect of such tax liability to the 
collector in office at the time such credit is 
allowed.”’ 
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The writer has been concerned with the 
general theory of the statute, believing that 
now there should not be, if there ever was, 
a valid distinction between suits for $10,000 
and under and those for over $10,000, so far 
as the jurisdiction of the district courts is 
concerned, and that the amendment described 
by Mr. Dockery is only one of a series, each 
of which was supposed finally to cure the 
ill and each of which has failed to meet the 
issues still to arise. 


It is an anomaly that your neighbor may 
prosecute his tax refund in your local dis- 
trict court while you, with a claim for a 
similar amount but for a different cause, 
must go to the Court of Claims in Wash- 
ington for the same purpose. This is not 
usually the fact but frequently it is. Why 
should it be? The claims involve more than 
$10,000. Your neighbor’s tax claim arose 
from payment of an alleged excessive amount 
to a collector who is out of office. Your tax 
claim arose because of failure of the col- 
lector to allow you an alleged credit. Such 
is the difference that directs the forum. 


Distinction Historical 


Such an unrealistic distinction is almost 
necessarily historical. It all starts with the 
principle that the sovereign may not be sued 
without its consent. The obvious remedy 
would be for the sovereign to consent in 
such cases, but in the devious way of the 
common law, the result was first reached 
by holding the collector liable in cases of 
illegal collection of tax. 


As the law progressed, finally aided by 
statute, the suit against the collector became, 
to a considerable extent, a legal fiction. No 
execution will lie against the collector where 
there is probable cause for his action or 
where he acted under orders of the Secre- 
tary of the Treasury or other proper officer 
of the government. In either of the above 
cases, the government assumes any judg- 
ment rendered against the collector.* In ap- 
plying the doctrine of res judicata, a suit 
against the collector or former collector or 
his personal representative is treated as if 
the United States had been a party to 
the suit.® 


After the United States consented to its 
being directly sued in the Court of Claims 





* Code Title 28, Section 2006. 

5 Code Title 26, Section 3772 (d). This sec- 
tion was added as recently as 1942. 

6H. R. 4533, 49th Congress, 1st Session, p. 886. 

™Congressional Record, 49th Congress, 2d 
Session, p. 623. 

8 Congressional Record, 49th Congress, 2d 
Session, p. 2676. 


for.taxes wrongfully collected, the suit against 
the collector for such claims persisted. 


The restriction of the action against the 
United States to the Court of Claims did 
not give complete satisfaction. In the Forty- 
ninth Congress, Representative Ranney intro- 
duced a bill to abolish altogether the Court 
of Claims and enlarge the jurisdiction of 
the circuit courts.® 


Tucker Act 


It was proposed subsequently that the 
Court of Claims, circuit courts and district 
courts all have jurisdiction of actions against 
the United States but that the district and 
the circuit courts be limited to claims of 
$10,000." In conference, the jurisdiction of 
the district courts was reduced to $1,000.° 
Out of this came the Tucker Act which was 
enacted in 1887 and gave the circuit courts 
jurisdiction of permitted claims up to $10,000 
and the district courts jurisdiction up to 
$1,000 and which continued jurisdiction in 
the Court of Claims for permitted claims in 
any amount.® In 1911, the district courts 
succeeded to the limitation of $10,000, when 
the circuit courts were abolished. 


When, on the House floor, Congressman 
Breckenridge asked Congressman Tucker 
the reason for such a limitation, Mr. Tucker 
replied that it was thought better and safer 
for the government to have claims exceeding 
$10,000 heard at a place where the head of 
the interested department might be present 
to protect the government. Representative 
Breckenridge expressed the sentiment that 
‘St takes a claimant far away from his 
home, and before a court which must be 
very crowded with business.” In a further 
exchange of views, Representative Tucker 
indicated that this limitation was actually 
the result of a compromise.” 


Suits Against Successor Collector 


This compromise has resulted in consid- 
erable litigation and unfortunate results to 
persons with just claims. Thirteen cases 
where the taxpayer was refused recovery 
because he sued the successor to the col- 
lector who collected the tax have been cited.” 
After extensiye litigation, it was determined 


®Chap. 359, 24 Stat. 505, Sections 1, 2. 

10 Congressional Record, 49th Congress, 2d 
Session, p. 624. 

11 Footnote 10. 

1221950 CCH Standard Federal Tax Reports 
{| 1780.47, and following. 
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that the remedy is against the collector of 
the tax.” If that collector is dead, the prac- 
tice is to substitute the collector’s personal 
representative as the defendant even though 
his estate may be closed and the time for 
filing claims elapsed and regardless of 
state laws respecting claims against de- 
ceased persons. 


Another taxpayer sued the right collector 
who at the time was out of office. Six years 
later, the taxpayer came to the conclusion 
that the successor collector was the proper 
defendant, and the taxpayer had him sub- 
stituted for the former defendant. After 
another four years had elapsed, plaintiff 
changed his mind again. He filed a motion 
to revert to the original defendant. The 
original defendant having died, his widow, 
as personal representative, appeared. Six 
years later, this motion was granted and 
judgment was entered but with the reserva- 
tion that the judgment was personal against 
the collector’s administrators and was not 
against the United States. The upshot after 
twenty-six years of litigation was that the 
taxpayer had walked out of court, so far as 
the United States was concerned, when he 
substituted the successor collector. His re- 
version back to the former collector after 
the statute of limitations had expired was 
of no effect.” 


We come then to the type of case men- 
tioned at the beginning. The amount of the 
claim is in excess of $10,000. A taxpayer is 
entitled to a credit and it is not made. 


Judge Frank’s Apology 


Hammond-Knowlton v. U. S.“ exemplifies 
the instance where the taxpayer is entitled 
to a credit which is not made. The equities 
were so much with the taxpayer that the 
district court held in her favor, and the final 
reversing opinion of Judge Frank constituted 
a most respectful apology to the defendant 
for the sorry state of the law. It also con- 


13 Smietanka v. Indiana Steel Company, 1 
ustc J 53, 257 U. S. 1 (1921). 

14 Toledo Edison Company v. McMaken, 39-1 
ustc J 9447, 103 F. (2d) 72 (CCA-6). 

15 441-2 ustc 7 9560, 121 F. (2d) 192 (CCA-2). 

16 See footnote 3. : 

7U, §. v. Reeves Brothers Company, 36-1 
ustc { 9228, 83 F. (2d) 121 (CCA-6). Mertens 
(Section 58.75) states that if the collector makes 
a credit of an overpayment and certifies such 
credit to the Commissioner, the liability of 
the collector is the same as in an actual col- 
lection but that mere bookkeeping entries made 
by the collector relating to a credit of over- 
payment against an assessment for another 
year are considered ministerial acts not ren- 
dering the collector liable to the collection. 


Jurisdiction of District Courts 








stituted an open invitation to the Supreme 
Court to take the final step in the evolution 
of suits against the collector and treat such 
a suit the same as a suit against the United 
States. This the Supreme Court in denying 
certiorari refused to do. 


Hammond-Knowlton was an estate tax case. 
As usually occurs, the state inheritance taxes 
were only fully determined after payment of 
the federal estate taxes. The taxpayer then 
claimed credit for state inheritance taxes 
and finally commenced suit against the col- 
lector. It was held on the first appeal that 
action could not be had against the collector 
for failure of the Commissioner to allow a 
credit. The district court then let the exec- 
utor reduce the claim to $10,000 and sub- 
stitute the United States as defendant. 


Judge Frank on the second appeal reluct- 
antly determined on the basis of Supreme 
Court cases that inasmuch as the suit in- 
volved more than $10,000 when filed, the 
district court had no jurisdiction of it as a 
suit against the government and the subse- 
quent paring off of the excess amount of 
the claim was ineffectual. 


The amendment to Section 3772 of the 
Internal Revenue Code™ has apparently 
cured an even greater defect. As _ stated 
earlier, this amendment provides that a 
credit is equivalent to a payment. 


Prior to this amendment, the courts, after 
some natural hesitation, had decided that 
the collector could not be sued where taxes 
were credited and not collected. The act 
was considered that of the Commissioner 
rather than the collector. True enough, 
taxes had been collected, but apparently the 
court believed that the effect of the collec- 
tion had spent its force before the credit 
was made; and the position that the credit- 
ing was in itself a collection by the collector 
also was not accepted.” 


The Supreme Court had further held that 
even where the collector was out of office, 
the district court had no jurisdiction in suits 


The only cases, up to the time of the 1949 
amendment of Section 3772, cited by Mertens 
in which a suit was allowed against the col- 
lector because of the crediting of an overpay- 
ment have been overruled by Lowe Brothers 
Company v. U. S8S., 38-1 ustc J 9307, 304 U. S. 
302. It seems doubtful that any participation 
of the collector in the crediting of any over- 
Payment would make him subject to suit. 
Among cases overruled by the Lowe Brothers 
case was v. Piedmont Manufacturing 
Company, 37-1 ustc { 9220, 89 F. (2d) 296 
(CCA-4), which was the leading case permit- 
ting suit against a collector who made a credit 
of an overpayment against taxes for another 
year. 
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involving over $10,000 where the act of the 
collector was the crediting of an overassess- 
ment against another year’s taxes.“ The 
theory was that the basis of the jurisdiction 
of the district court in such an instance is 
that the suit must be maintainable against 
thé collector or his personal representative.” 


These cases are now, after the amendment 
of the statute, only of historical interest. 
There remains, however, the problem where 
a rightful credit is refused. 


Another situation that will, at the least, 
be awkward to handle concerns cases where, 
on a carry-back or carry-forward, the tax- 
payer is contesting not only a deficiency but 
also the amount of the original assessment 
in the year to which the net loss is carried 
forward or carried back. If the collector 
who collected the original assessment is out 
of office when the carry-back is credited 
to the deficiency and the collector in office at 
the time of the credit is still in office and 
the credit involves more than $10,000, there 
are two causes of action, one against the 
collector for the amount credited and one 
against the United States (or the former 
collector or his estate) on the claim pertain- 
ing to the original assessment. While any 
court would undoubtedly permit the two 
cases to be tried together, it still remains 
an unnecessary complication. 


Joinder of the two collectors or of the 
United States and the collector in office 
offers problems. Does the fact that the 
refunds are for the same tax year bring it 
within Rule 20 (a) of the Federal Rules 
of Civil Procedure which requires the claims 
to be in respect to the same transaction, 









18 Routzahn v. Reeves Brothers Company, 3 
ustc 9 974, 59 F. (2d) 915 (CCA-6, 1932); Lowe 
Brothers Company v. U. 8., footnote 17. 

12 An extreme view of the law existing before 
this amendment of the statute is that expressed 
by Mr. Brodsky in his article ‘‘How to Handle 
Refund Claims and Suits for Refund’ (Pro- 
ceedings of New York University Sixth Annual 
Institute on Federal Taxation (1947)) where 
suit for refund is for the year of alleged de- 
ficiency to which an overpayment of another 
year has been credited. His conclusion is that 
not only would the district courts refuse judg- 
ment against the collector but that the Court 
of Claims would refuse jurisdiction. This latter 
conclusion seems ill-founded. 

2” The early cases were in conflict as to 
whether the United States could be joined with 
an individual defendant. U. 8. v. Sherwood, 
312 U. S. 584 (1941), in reversing the Circuit 
Court of Appeals for the Second Circuit, holds 
that the United States cannot be joined with 
an individual defendant under the Tucker Act. 
However, the joinder was not with the collec- 
tor. Later in the same year that the Sherwood 
ease was decided, the Circuit Court of Appeals 
for the Ninth Circuit held proper the joinder 
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occurrence or series of transactions or oc- 
currences and which requires that a com- 
mon question of law or fact be present in 
the action? There may well be no common 
question of law or fact involved. There is 
the further question concerning the possi- 
bility, under the rule, of joining the United 
States as a party defendant if so desired.” 
Assuming the two collectors can be joined, 
a practical difficulty arises if they reside in 
different jurisdictions. 


The situations discussed in Penn Smoke- 
less Coal Company v. Lewellyn™ or Snyder v. 
Routzahn™ would also seem not to permit a 
suit in the district court where more than 
$10,000 is involved. In the first cited case, 
there was a claim only for interest on an 
overassessment. It was held that only the 
United States could be so sued. The obliga- 
tion was a statutory one with which the 
collector had nothing to do. The second 
case involved a suit for a compromise pay- 
ment of taxes barred by the statute of limita- 
tions. It was stated that the compromise 
was a voluntary settlement and that the 
collector was merely the medium for receiv- 
ing and transmitting the amount of the com- 
promise settlement and a suit against him did 
not lie.” 


No Logical Basis 


There is no logical justification in denving 
the district courts’ jurisdiction in any case 
concerning a sum exceeding $10,000. 


A $10,000 claim might have seemed a 
large claim in 1887 when the Tucker Act 
was enacted. The average government receipts 


(Continued on page 64) 


of the United States with the collector. Powell 
v. U. 8. et al., 41-2 ustc § 9742, 123 F. (2d) 492. 
However, the circuit court decision in the 
Sherwood case was cited, which makes it ap 
pear that its reversal was not made known to 
the court. In 1946, the District Court of Con- 
necticut rendered a decision in favor of the 
plaintiff where the United States and the col- 
lector were joined, but there was no discussion 
of the point. Buckland v. U. S. et al., 46-1 
ustc J 9116, 66 F. Supp. 681. 

211928 CCH Standard Federal Tax Reports 
{ D-8119, 26 F. (2d) 743 (DC Pa.). 

221931 CCH Standard Federal Tax Reports 
§ 9539, 55 F. (2d) 396 (DC Ohio). 

722 Plumb, in his thoughtful article, ‘‘Tax 
Refund Suits Against Collectors of Internal 
Revenue,”’ 60 Harvard Law Review 685 (1947), 
cites these additional possibilities of trouble: 
recovery of tax based upon retroactive amend- 
ment of statute; recovery of tax paid pursuant 
to a closing agreement; payment of estimated 
tax to a different collector than the one in 
office at the time of return; payment of tax 
to the wrong collector who transmits it to the 
proper collector; and cases of recoupment. 
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By ROBERT L. SPANG 


The Uncharitable Disallowance 


of Charitable Remainders 


SECTION 812(d) HAS DARK RECESSES OF CONFUSED MEANING WHICH 


COULD BE LIGHTED BY THE TREASURY DEPARTMENT. MR. SPANG IS AN 


'N THE WORLD BEYOND, the heads 
of many charitably minded testators 
must be moving sadly from side to side as 
a result of the interpretation of Section 
812(d) of the Internal Revenue Code. 
Ostensibly, this section allows as a deduc- 
tion from the gross estate “The amount of 
all bequests to or for the use of any 
corporation organized and operated exclu- 
sively for religious, charitable, . . . or 
educational purposes. . . .” However, 
the injection of a life estate with a limited 
power to invade principal has frequently 
resulted in the disallowance of the charitable 
bequest as a deduction even though the life 
tenant dies soon after the testator and the 
property has been distributed intact to the 
charity before the time for filing the estate 
tax return has arrived. 


Can one in all honesty say that such a 
result does not thwart the plain meaning 
and intent of this apparently simply worded 
section of the Code? Evidently a majority 
of the Supreme Court is not at all troubled 
by such a result. In a case involving the 
disallowance, as a deduction, of a charitable 
remainder of a testamentary trust where 
the trust corpus could be invaded “for the 
pleasure, comfort and welfare” of the life 
tenant, the Court, in its most recent opinion 
on the subject, stated: 


“Nor do we think it significant that the 
trust corpus was intact at the mother’s [life 
tenant] death, for the test of present ascer- 
tainability of the ultimate charitable interest 
is applied ‘at the death of the testator’. Ibid. 


1Henslee v. Union Planters 
U.S. 595. 
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ASSOCIATE IN THE LAW FIRM OF CHOATE, HALL & STEWART, BOSTON 





National Bank 
and Trust Company, 49-1 ustc { 10,701, 335 


{Merchants National Bank v. Commissioner, 
43-2 ustc J 9630, 320 U. S. 256, 261].”? 


Fortunately, such a cavalier attitude is 
not shared by all courts. In Union and New 
Haven Trust Company v. Eaton, 1927 CCH 
STANDARD FEDERAL TAx Reports § 7203, 20 
F. (2d) 419, 421 (DC Conn.), the court stated : 


“The rule of strict construction is in the 
interest of public policy, and when a higher 
public policy dictates a more liberal attitude, 
an exception will be found. Bequests for 
public purposes operate in aid of good gov- 
ernment; they perform by private means 
what would have to be done at public ex- 
pense. In such cases, exemption from tax- 
ation is not a matter of grace or favor; it 
is rather an act of public justice. The reason 
for the rule of narrow scrutiny does not ap- 
ply to such cases.” 


Similarly, in Norris v. Commissioner, 43-1 
ustc J 10,031, 134 F, (2d) 796, 801 (CCA-7), 


the court said: 


“Tt is clear, we think, that Con- 
gress intended to reduce the basis of Federal 
estate tax by such amounts as were given 
to charity. We believe also that the Con- 
gressional intent was to prefer charity gifts 
to estate taxes. It was a case of absolute 
priority. This legislative intent should not 
be whittled down by judicial construction. 
If courts are to respect this legislative ex- 
pressed intent to encourage gifts to charity, 
we should not approve of the practice of the 
Commissioner of resolving doubts in favor 
of the Government.” 

















Likewise, in Baker-Boyer National Bank v. 
Henricksen, 42-2 ustc J 10,220, 46 F. Supp. 
831, 834 (DC Wash.), the court observed: 


“The purpose of Congress in providing 
for deductions of charitable bequests was to 
encourage testators to make the same. A 
charitable bequest is a favorite of the law 
and of the courts. The courts are solicitous 
to give that construction which will sustain 
rather than defeat a charitable deduction.” 


Basis for Decisions 


Perhaps it would be well to pause here 
briefly and review the court decisions on 
the subject. The courts generally have 
taken the position that in order for a chari- 
table remainder to be allowable as a de- 
duction from the gross estate, the power 
to invade principal must be restricted to a 
definite standard by which the extent of 
possible invasion may be measured and 
thete must not be a likelihood that such 
power will be exercised. If these two re- 
quirements are not met as of the date of 
death of the testator, the deduction is dis- 
allowed because of the lack of “ascertain- 
ability” of the amount ultimately going to 
the charity or other organization referred 
to in Code Section 812 (d). 


Cases Allowing Deduction 


In the following cases where remainders 
or portions of remainders of testamentary 
trusts were left to charitable organizations 
and where the trustee or life tenant had a 
power to invade principal for the benefit of 
the life tenant, it was held that the power 
to invade provided a sufficiently definite 
standard by which the power could be 
measured and, thus, the first requirement for 
the allowance of a charitable deduction was 
met and the deduction allowed.” The 
quoted words following each case indicate 
the nature and extent of the power, the life 
tenant being the person referred to. 

Ithaca Trust Company v. U. S., 1 ustc 
{ 386, 279 U. S. 151, 154 (1929): “that may 
be necessary to suitably maintain her in as 
much comfort as she now enjoys.” 

Commissioner v. Wells Fargo Bank and 
Union Trust Company, cited, footnote 5: “on 
account of any sickness, accident, want or 
other emergency.” 

Berry v. Kuhl, cited, footnote 5: “if by 
reason of accident, illness or other cause 


2 The requirement of the unlikelihood of in- 


vasion was apparently met in all of these cases, 
though generally not discussed. 
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[she] requires funds for this treat- 
ment, support or maintenance ... .” 


Lucas v. Mercantile Trust Company, 2 ustc 
7 566, 43 F. (2d) 39, 40 (CCA-8, 1930): “for 
the comfort, maintenance and support of 
my wife.” 

First National Bank of Birmingham v. 
Snead, 1 ustc ¥ 280, 24 F. (2d) 186, 187 
(CCA-5, 1928): “If... met income. . 
not sufficient for the proper support and 
comfort of my said wife, the trustees shall 
pay .. . such additional sums out 
of the principal of said trust estate as to 
them may seem necessary or desirable for 
such purposes.” 


Commissioner v. Bank of America National 
Trust and Savings Association, 43-1 ustc 
7 10,018, 133 F. (2d) 753 (CCA-9): “by 
reason of accident, illness or other unusual 
circumstances.” 


Hartford-Connecticut Trust Company v. 
Eaton, 36 F. (2d) 710 (CCA-9, 1929): “com- 
fortable maintenance and support.” 


Commissioner v. Robertson, 44-1  ustc 
7 10,111, 141 F. (2d) 855, 856 (CCA-4): 
“If in the judgment of the said trustee, the 
best interests of my sister . so require.” 


Lincoln Rochester Trust Company v. Com- 
missioner, 50-1 ustc § 10,763, 181 F. (2d) 
424 (CA-2): “proper care, support and 
maintenance.” 


Herron and Monongahela City Trust Com- 
pany v. Heiner, 1928 STANDARD FEDERAL TAX 
Reports {ff D-8062, 24 F. (2d) 745, 746 (DC 
Pa., 1927): “So much from the income 
... aS... Shall be deemed necessary 
and reasonable shall be appropriated to the 
support and maintenance” of a brother and 
sister in an insane asylum. 


In the Heiner case, the testator left prop- 
erty in trust with the income payable to 
certain charities after specified annuities 
were paid out of the income and after the 
support and maintenance referred to was 
deducted. The case is of particular interest, 
as it was necessary to invade the interest 
passing to charity before the charitable de- 
duction could be determined; an estimate 
of that invasion was made and the remain- 
der allowed as a deduction. Other cases 
dealing with invasion for other than chari- 
table purposes appear to hold that where 
there is a probability of invasion, the whole 
deduction is to be thrown out.’ 


3 Springfield Safe Deposit and Trust Company 
v. Hassett, 42-1 ustc { 10,138, 43 F. Supp. 401 
(DC Mass.); Sternheim, CCH Dec. 13,322(M), 
2 TCM 311 (1943); Blood et al., CCH Dec. 
6831, 22 BTA 1000 (1931). 
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Numerous lower court decisions dealing 
with powers of invasion similar to those 
enumerated above have also allowed the 
deduction.‘ 


Cases Disallowing 
Charitable Deduction 


In the following cases, a deduction for 
such charitable remainders was disallowed. 


Merchants National Bank of Boston v. Com- 
missioner, above: “. . . comfort, support, 
maintenance and/or happiness it is 
my wish and will that in the exercise of its 
discretion my said trustee shall 
exercise his discretion with liberality 
and consider her welfare, comfort and happi- 
ness prior to claims of residuary benefici- 
REIOBS esc 


Gammons v. Hassett, 41-2 uste q 10,071, 121 
F. (2d) 229-230 (CCA-1): “as my said ‘wife 
may need or desire 


De Castro v. Commissioner, 46-1 USTC 
q 10,266, 155 F. (2d) 254, 255 (CCA-2): 
“if . . . due to her illness, accident or 
other unforeseen emergency the income 
shall not be sufficient to amply provide for 
her needs 


Newton Trust Company v, Commissioner, 
47-1 ustc $10,545, 160 F. (2d) 175, 177 
(CCA-1): “to or for the use and benefit of 
my said wife.” 


Price v. Rothensies, 46-2 ustc J 10,506, 67 
F, Supp. 591, 593 (DC Pa.): “as shall be 
necessary for comfort and support.” 
The court stated that “comfort” was not 
limited to that which the life tenant was 
accustomed to. 


Henslee v. Union Planters National Bank 
and Trust Company, cited at footnote 1: “for 
the pleasure, comfort and welfare of my 
mother [life tenant].” The testator stated 
that his first object was to take care of his 
mother “in such manner as she may desire.” 
The mother died three years after the 


4 Wetherill, CCH Dec. 14,349, 4 TC 678 (1945); 
Elmer, CCH Dec. 15,131, 6 TC 944 (1946); Jen- 
nings, CCH Dec. 16,263, 10 TC 323 (1948); 
Hume, CCH Dec. 13,208(M), 2 TCM 113 (1943); 
Wilbur L. Jack, CCH Dec. 15,672(M), 6 TCM 
281 (1947); Kenny, CCH Dec. 16,694, 11 TC 
857 (1948): Moses, CCH Dec. 17,099(M), 8 
TCM 641 (1949); Runyan, CCH Dec. 15,258(M), 
5 TCM 531 (1946); Millard v. Humphrey, 4 
ustc J 1347, 8 F. Supp. 784 (DC N. Y., 1934); 
Boston Safe Deposit and Trust Company et al., 
CCH Dec. 6493, 21 BTA 394 (1930); Michigan 
Trust Company et al., CCH Dec. 7913, 27 BTA 
556 (1933); Hdwin HE. Jack, CCH Dec. 14,989, 
6 TC 251 (1946); Schoonmaker, Jr., CCH Dec. 
15,017, 6 TC 404 (1946); Sanderson, CCH Dec. 


5630, 18 BTA 221 (1929); Jackson, CCH Dec. 


Charitable Remainders 


testator, without requesting invasion of the 
trust principal. 


Industrial Trust Company v. Commissioner, 
45-2 ustc § 10,231, 151 F. (2d) 592-593 
(CCA-1): “comfort and pleasure.” 


Newton Trust Company, CCH Dee. 14,897, 
5 TC 1304, 1306 (1945): “for use and benefit.” 


Schumacker, CCH Dec. 13,603(M), 2 
TCM 1018 (1943): “convenience.” 


Knoernschild, et al., CCH Dec. 9627, 35 
BTA 886, 888 (1937): “in need of financial 
assistance.” 


Diversity of Opinion in Decisions 


In respect to the requirement for allow- 
ance of the deduction that there must not be 
a likelihood of invasion, a split of authority 
exists on the question of whether only the 
income from the charitable trust may be 
considered or whether the combined income 
of the charitable trust and of the life ten- 
ants’ separate property may be taken into 
consideration in determinnig the probability 
of invasion. The weight of authority ap- 
pears to support the. “combined-income” 
view that the charitable deduction will be 
allowed where all of the income available to 
the life tenant is sufficient to provide him 
with the benefits provided for by the 
power to invade.* 


Despite this rational and logical body of 
law, do the results leave one satisfied with 
the interpretation of the spirit and meaning 
of Section 812 (d) of the Code? Is there 
any compelling reason why this particular 
Section 812 deduction should be singled out 
as one that must be ascertained as of the 
date of death? Certainly a disclaimer by 
the surviving spouse of “marital-deduction 
property” within four years and three 
months after the date of death would be 
cause for a deficiency notice.6 Why, then, 
should a bequest to charity made certain 
within such period be refused recognition? 


5763, 18 BTA 875 (1930); Hallett et al., CCH 
Dec. 8311, 29 BTA 494 (1933). 

5 Commissioner v. Wells Fargo Bank and 
Union Trust Company, 44-2 ustc { 10,147, 145 
F. (2d) 130 (CCA-9); Berry v. Kuhl, 49-1 ustc 
710,720, 174 F. (2d) 565 (CA-7); Wilbur L. 
Jack, Kenny, Runyan, Sanderson and Schoon- 
maker, Jr., footnote 4. 

For cases indicating that only the income 
from the charitable trust may be considered, 
see: Christy, CCH Dec. 15,734, 8 TC 862 (1947); 
Dana v. Dana, 185 Mass. 156 (1904); Lumbert 
v. Fisher, 245 Mass. 190 (1923); Springfield 
Safe Deposit and Trust Company v. Hassett, 
footnote 3. 

® Code Section 812 (e) (4) (A). 


Doesn’t the proviso of Section 812 (d) that 
a charitable deduction may be increased by 
an irrevocable disclaimer made prior to the 
time for filing the return directly contradict 
the statement of the Supreme Court in the 
Henslee case that “the test of present ascer- 
tainability of the ultimate charitable interest 
is applied at the death of the testator’? 
What would be the result if a life tenant 
having the power to invade the corpus of 
a charitable trust for any purpose were to 
disclaim any and all interest in the corpus? 


It hardly seems reasonable that Congress 
intended that a disclaimer could increase a 
charitable bequest and at the same time in- 
tended that a charitable deduction was to 
be refused where, within the same period 
that a disclaimer could be made, the bequest 
had actually been received by the charity. 
Such, however, is the result of judicial inter- 
pretation to date. 


Conclusion 

lt is submitted that no legislative action 
is necessary in order to provide taxpayers 
with a period of four years and three months 


from the date of death within which to take 
advantage of Section 812(d) deductions. On 
the contrary, if this section, together with 
Sections 822(a) and 910, relating to payment 
of tax and refunds, means what it says, the 
law as it stands would appear to provide for 
such a result. Obviously, a Treasury regu- 
lation on the matter to this effect would be 
of immeasurable aid. 


An amendatory provision allowing Sec- 
tion 812 (d) deductions whenever they be- 
came certain, though equitably sound, is not 
advocated because of the practical disadvan- 
tages attendant upon keeping estates open 
indefinitely for such a purpose. 


Numberless words might be written on 
the inequitability of judicial interpretation to 
date and on the courts’ refusal to abide by 
the apparent intent and spirit of Sec- 
tion 812 (d). Perhaps a way out for the 
courts can be found in the principle enunci- 
ated by Justice Frankfurter in his dissent 
in the Henslee case: 


“Wisdom too often never comes, and so 
one ought not to reject it merely because it 
comes late.” [The End] 


“Let all the laws be clear, uniform, and precise: to interpret laws is 
almost always to corrupt them.”—Voltaire, Philosophical Dictionary. 





for the period 1886-1890 were $367,000,000. 
There were no federal income taxes. 

Even at that time, however, there was no 
good reason for the limitation. The govern- 
ment was just as concerned with litigation 
in which the collector was the defendant as 
in suits directly against the United States. 

It does not appear that the distinction was 
created and. maintained because of a feeling 
that the judges of the district courts were 
not sufficiently qualified. This could scarcely 
be, since they were hearing suits against 
collectors for large amounts prior to the 
time that the Court of Claims itself had 
jurisdiction to render judgment in such 
types of suits. 


The legislative approach has been to cure 
each separate defect arising under the stat- 
ute after it becomes burdensome. This line 

24 Suits against the collector might not totally 


disappear, since in such a suit there is right 
to a jury trial. 
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of approach seldom finds the end of the trail. 
We have seen from the foregoing that such is 
the case here. 


Mr. Plumb, in his article cited in foot- 
note 23, argues for the elimination entirely 
of suits against the collector. It is evident 
from the material he has used that this 
would be most desirable. As Mr. Plumb 
points out, this was the recommendation of 
the Treasury in 1942. However, Congress 
then saw fit only to legislate that res judicata 
would be applied in suits against the collector 
as if the United States were a party to the 
suit. It is submitted that the same result 
can be reached by merely eliminating the 
$10,000 limitation.* Congress might be per- 
suaded to do this where it would be unwill- 
ing totally to abolish the remedy of suits 
against the collector. [The End] 
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SINCE BANK DEPOSITS MAY BE USED 
TO CHALLENGE RETURNS, DIGGING 
THROUGH THE RECORDS MAY TURN UP 


Nonincome ltems in Deposits 


ORE AND MORE one hears of tax- 
L payers suffering additional assessments 
of income tax based on a computation of 


. income made by using bank deposits as the 


gross income figure. A basic and funda- 
mental principle of accounting is that cash 
receipts have no direct relationship, per se, 
to income, but in spite of this, “setting the 
taxpayer up on deposits” continues to be 
a widespread practice among deputy col- 
lectors and revenue agents, particularly 
where the taxpayer’s records are not com- 
plete. The attorney or accountant may find 
the method used in any type of case; its 
application is not restricted to a few occu- 
pations or types of businesses. 


How It Works 


Taxpayer, an attorney by profession, let 
us say, reports $10,000 in fees for 1948 and 
has $4,000 in business deductions. Upon 
examination of the return, the deputy col- 
lector says: “Examination of your bank 
account shows that you deposited $40,000 
during 1948. Lacking satisfactory informa- 
tion to the contrary, I shall recompute 
your income using $40,000 as the figure 
for fees received.” 


It -is now up to you, as the attorney for 
the taxpayer, to reduce this $40,000 figure. 
You must convince the deputy that all of 
the $40,000 was not, in fact, made up of 
income items. 


Method of Tracing Nonincome Items 


A simple analysis of the problem reveals 
that since the taxing authority is working 


Nonincome Items in Deposits 


By JOHN E. CALDWELL 
CPA and Attorney, 
Oklahoma City 


from deposits, you must do likewise effec- 
tively to provide correct rebuttal to this 
contention. This is best accomplished by 
obtaining from your client copies of all the 
deposit slips used in the year under review 
(or from the bank for a nominal charge) 
and analyzing them very carefully. 


You will find the copies of the deposit 
slips cumbersome and difficult to work with. 
I would suggest the use of fourteen-column 
working papers which can be obtained at 
any office-supply house. All deposits for 
all years under review should be entered on 
these working papers chronologically. If 
there is more than one bank involved, use a. 
separate set of working papers for each 
bank. (See Schedule A.) 


Examination of Schedule A will imme- 
diately show that it provides detail not 
available on the bank statement; the break- 
down on checks and cash deposited is given 
in separate columns. Thus, if you believe 
that a $500 cash item of nonincome char- 
acter was deposited ia a given part of the 
year, it may be readily found by scanning 
the “cash” column of the working papers. 


It might be said here that the mere proof 
that funds of nonincome character came 
into the hands of the taxpayer during the 
year under review (such as a loan) is not 
ordinarily sufficient. They must be traced 
directly into deposits, the theory being that 
they might never have been deposited. 


What to Look for 


Though the types of nonincome items 
which might be deposited are numberless, 
I have found that the bulk of them fall into 
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Schedule A 
John Jones’s 1948 Schedule of Deposits 







illowed by 
Examiner as 
Nonincome 


Date | Checks Cash Total 









January 10, 1948 


the following separately discussed classifi- 
cations: 


(1) Proceeds of Borrowed Money.—This 
is frequently the most prolific source of 
deposits having no element of profit in them. 
Most people borrow money, and a large 
percentage of it is deposited in the bor- 
rower’s bank account and then paid out by 
check. Unless you ferret these items out, 
your client will be taxed upon them as if 
they were income. 


If the client borrows from one bank con- 
sistently, obtain a copy of the bank’s note 
register on your client and trace the loans 
as shown by it into your deposit register. 


If your client’s memory is hazy on bor- 
rowed money or if you have reason to be- 
lieve he may have forgotten or overlooked 
any loan, “run” the chattel and real prop- 
erty mortgage indexes in the courthouse. 
This will frequently uncover a loan which 
would otherwise be forgotten. Also, check 
loans suggested by any interest deduction 
taken on the original return. Peruse all 
checks; they will, in all probability, show 
the repayment of loans by your client, and 
in that way, further instances of borrowed 
capital may be ascertained. Do not fail to 
go over the deposit slips carefully with 
your client; the name of the maker of the 
deposited item may at once suggest to him 
an item which would mean nothing to you. 


(2) Repayment of Loans—The reverse of 
the situation discussed above is contem- 
plated in this instance. If the taxpayer, 
after loaning money, is repaid and deposits 
the repayment, this certainly does not con- 
stitute profit (exclusive of interest, of course). 


Perhaps the easiest way of discovering a 
deposit of this nature is to examine your 
client’s checks. In this way, the pay-out on 
the loan will be brought to light and you 
can then watch for the repayment at a sub- 
sequent date. The admonition to go over 


$50 







$283.95 





the slips with your client personally holds 
good for this category as well as all the 
other phases of the subject discussed below. 


Examination of the mortgagee-mort- 
gagor index at the courthouse may turn up 
real estate loans made by your client which 
had not been recalled by him. 


(3) Sale of Assets—This is also an im- 
portant source for you to consider. The 
sale of any asset will normally contain 
returned capital. Thus, if you sell ground 
for $6,000 for which you had paid $5,000, 
the $5,000 represents a return of your pur- 
chase price and only the $1,000 is gain. Yet, 
under the “deposits” method being used by 
the examiner, this $6,000, if deposited, will 
all be taxed as ordinary income unless credit 
is allowed for it. 


Unless your client has engaged in an 
unusual number of transactions, he should 
be able to remember real estate sales, and 
thus his memory will aid you greatly in 
this search, You may supplement it by 
checking the grantor-grantee index in the 
county clerk’s office, by investigating un- 
usually large unexplained deposits and by 
examining checks for commissions, abstract- 
er’s bills, title exam fees, internal revenue 
stamps, etc., which would suggest real es- 
tate deals. 


You will, in all probability, find sales of 
personal property or intangibles more diff- 
cult of discovery, but a rule of thumb for 
their location is impossible, since each situ- 
ation is different. 


Do not fail to trace into deposits the sale 
of all assets shown on the return or the exam- 
iner’s report. You do not want to pay tax on 
the sale twice. 


(4) Transfer of Funds.—Frequently funds 
are transferred from one account to an- 
other as, for example, when John Jones 
deposits in his personal account a check on 
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his business account marked “drawings.” 
These are, of course, of nonincome charac- 
ter and may be found by comparing. the 
checks (or bank statements) with the de- 
posit register which you have prepared in a 
form similar to the form shown on Schedule A. 








Transfers from savings accounts should 
not be overlooked. 


(5) Redeposits of Withdrawn Cash— 
Occasionally a depositor will withdraw a 
sum of money, and, a day or two later, 
redeposit the same. An example of this 
might involve money which is taken out of 
the bank in anticipation of its use as earnest 
money in a real estate deal and which is 
redeposited later when the deal is not con- 
summated. Transactions of this type will 
be found by comparing the checks (or 
statements) with the deposit register; if, 
say, $1,000 is withdrawn on September 10 
and $1,000 cash is deposited the next day, 
the inference will be that there has been 
such a redeposit. 































Another type of redeposit will occur in 
the following manner: Taxpayer deposits 
a check for $258.19. Payment is refused 
because of an improper endorsement and 
the check is returned. Upon proper en- 
dorsement, the check is again deposited. 
Irrespective of its character, the second 
deposit is not income. The location of this 
item would be comparatively simple, be- 
cause in an interval of a very few days, two 






























































reasonably defined, and the legitimate tasks 
of government can well be formulated with 
complete logic in a way which excludes 
welfare measures, as was done by Bastiat. 
The French people, and all other civilized 
nations have meanwhile decided the question 
whether government should care about 
education and child welfare, not on the basis 
































Nonincome Items in Deposits 








| Explanation and Comment 


nter Detail Shown on 
Deposit Slip 


Bank loan 
Fee 
Redeposit of Smith check 


Other 


$50.00 Sale of typewriter— 


no profit 


$258.19 items would appear in the “check” 
column of your deposits register. Two check 
deposits of the same amount in a short 
period of time will generally be indicative 
of this type of redeposit. 


(6) Trust Funds—I use this term as be- 
ing descriptive of those instances in which 
the taxpayer holds funds for someone else. 

An excellent example is provided in the 
case of an attorney who, settling a case, 
deposits the entire settlement check in his 
account, paying his clients for their share 
of the recovery by his own check. That 
portion of the settlement going to the client 
would, of course, have no profit in it, and 
its discovery would represent a saving in tax. 


Occasionally a taxpayer will clear a check 
through his account for someone else. He 
has no interest in it—it is another example 
of a deposit for which credit should be 
allowed. 


(7) Deposit of Excluded Items.—Certain 
receipts which may be deposited are not in 
any event taxable; these are called exclu- 
sions. Proceeds of life insurance, certain 
portions of annuities, pay from military 
service in some instances, benefits from the 
Veterans Administration, tax refunds, etc., 
should be located and credit taken for them 
if it is found that they have been deposited. 

The principal source of information on 
this will be the client’s memory and the 
detail on the deposit slips. [The End} 


ACQ. AND NON-ACQ.—Continued from page 2 
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of theories and definitions, but on the prac- 
tical merits of the issue. Wouldn’t it be 
better if we assumed the same approach to. 
the problem confronting us today, rather 
than go back to theories which became 
obsolete 100 years ago? 

HAROLD BENJAMIN 
New York CIty 
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HE LAWS of compensation are quoted 

most frequently today by organized la- 
bor and the Social Security Board, but, a 
century ago, even philosophers bothered 
about such things. “There is a third silent 
party to all our bargains,” wrote the Sage 
of Concord in an essay entitled “Compen- 
sation,” * and the Commissioner of Internal 
Revenue has silently (sic) assumed this role. 


In 1917, Botany Worsted Mills paid its 
directors a salary of $9,000 each, plus 
$1,565,739.39 additional in aggregate, which 
was thirty-two percent of the profits after 
six per cent dividends. This was in accord- 
ance with an old bylaw, although the per- 
centage had been modified a few times. The 
Commissioner saw fit to disallow a portion 
of the million-and-a-half-plus as being un- 
reasonable compensation. “But the bylaws 
have provided for such additional compen- 
sation for the past twenty-eight years,” re- 
plied the corporation, “and if both employer 
and employee agree as to compensation, 
who else is to say it’s unreasonable?” “Me,” 
said the Commissioner, “that is, J. Your 
board of directors has determined total profits 
and also the apportionment of the aggregate 
whole among its ten members, but what you 
call ‘compensation’ might be something ut- 
terly different and quite undeductible, for 
an average of $156,573.94 per man—some 
might have gotten much more—just doesn’t 
seem reasonable as compensation by your 
woolen mill. Aber knit.” ; 


On January 2, 1929, Mr. Justice Sanford 
delivered the opinion of the Supreme Court: ” 


“We do not find it necessary to determine 
here whether the amounts paid by a corpo- 
ration to its officers as compensation for 
their services cannot be allowed as ‘ordi- 
nary and necessary expenses’ within the 
meaning of Section 12 (a), merely because, 


1R. W. Emerson, Essays, First Series (Boston, 
James Monroe and Company, 1850), p. 106. 
Mr. E. also noted that ‘‘for every benefit which 
you receive, a tax is levied’’ (work cited, p. 101) 
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Botany Worsted Mills v. U. S. 
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and to the extent that, as compensation, 
they are unreasonable in amount. However 
this may be, it is clear that extraordinary, 
unusual and extravagant amounts paid by 
a corporation to its officers in the guise and 
form of compensation for their services, but 
having no substantial relation to the meas- 
ure of the services and being utterly dis- 
proportioned to their value, are not in reality 
payment for services, and cannot be regarded 
as ‘ordinary and necessary expenses’ within 
the meaning of the section; and that such 
payments do not become part of the ‘ordi- 
nary and necessary expenses’ merely because 
the payments are made in accordance with 
an agreement between the corporation and 
its officers. Even if binding upon the parties, 
such an agreement does not change the char- 
acter of the purported compensation or con- 
stitute it, as against the Government, an 
ordinary and necessary expense... . 


“In the light of this principle it is clear 
that the findings do not show, as a matter 
of necessary inference resulting as a con- 
clusion of law, that the amount paid the 
directors in excess of the $782,083.33 allowed 
by the Commissioner, constituted part of 
the ordinary and necessary expenses of the 
Mills. On the contrary, as this amount so 
greatly exceeded the amounts which, as a 
matter of common knowledge, are usually 
paid to directors for their attendance at 
meetings of the board and the discharge of 
their customary duties, and was much greater 
than the amounts that had been paid in 
prior years, and as there is no showing as 
to the amounts paid the individual directors, 
in addition to the salaries of $9,000 which 
each received—presumably for his services 
as an executive officer or department man- 
ager—or as to the nature, extent or value 
of their services, the findings raise a strong 
and ‘‘Every advantage has its tax’’ (work cited, 
p. 107). 

21 ustc { 348, 278 U. S. 282 (1929). 
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inference that the unusual and extraordi- 
nary amount paid to the directors was not 
in fact compensation for their services, but 
merely a distribution of a fixed percentage 
of the net profits that had no relation to the 
services rendered. 


“Therefore, as the Mills has not sustained 
the burden of showing that the amount dis- 
allowed by the Commissioner was in fact 
part of its ordinary and necessary expenses, 


the judgment must, for this reason, be 
affirmed.” 


bet HE United States Supreme Court, in a 
clear and far-reaching discussion of the 
subject ... expresses the rule as to deducti- 
bility of compensation ....”* But the 
Commissioner has to apply this rule, “There 
may be an occasional board of directors 
which has refused to pay high compensation 
for the sole reason that the tax authorities 
might regard the amount as unreasonable 
and assess an additional tax. The writer, 
however, has yet to hear of such a board.” * 
Five years after the Botany decision, Senator 
Gore proposed that corporations be denied 
a tax deduction for any excess over $75,000 
per employee per annum, and Senator 
McKellar suggested a $50,000 maximum deduc- 
tion,” but the work is still the Commission- 
er’s today. 

One court pointed out that “it is the duty 
of the tax authorities to fix the deduction 
for salaries to which the petitioner was en- 
titled in fixing the tax upon its income... . 
Botany Mills v. United States... .”’° But 
the government’s job is not the tough one, 
for “the burden is upon the taxpayer to 
show that the amount disallowed by the 
Commissioner was in fact part of its ordi- 
nary and necessary expenses. Botany Worsted 
Mills v. United States ....”* “The courts 
... have held that in all controversies over 
the allowance of salaries as deductions from 
gross income as ordinary and necessary ex- 
penses the taxpayer must show that the 
amounts claimed are necessary expenses, 
that they represent salaries only, and that 


they are reasonable compensation for serv- 
ices rendered. . . . Botany Worsted Mills v. 
United States....”* 

This may not be so easy to prove, for 
“there is no fixed standard or yardstick by 
which the question of the reasonableness of 
the compensation in any particular case can 
be measured... . It is a matter of common 
knowledge that compensation varies accord- 
ing to the opinion of those in control of a 
corporation as to the value of the services 
rendered, the volume of the business, and 
the amount of net earnings. Sometimes it is 
affected by locality and other considerations.” ° 
“Tt therefore becomes necessary, in order to 
pass upon the question of the reasonableness 
of the amount paid and whether it can prop- 
erly be treated as part of the ordinary and 
necessary expenses, to consider somewhat 
in detail the character of the plaintiff’s busi- 
ness, the character of the officials it em- 
ployed, the value to it of the services rendered, 
the conditions under which they were 
employed, and the results.” *° “In determin- 
ing the reasonableness of salaries, capital 
employed, volume of business, amounts of 
gross and net income, duties discharged, 
and responsibilities assumed must be con- 
sidered.” ™ Actually, yardsticks and com- 
parable figures are of limited value. “These 
facts and circumstances vary so widely that 
each corporate tub must more or less stand 
upon its own bottom. ... It may well be 
that a half-time president of a corporation, 
who, by virtue of exceptional training and 
ability, can make quick and accurate deci- 
sions, would merit higher compensation than 
a dull, full-time president who lacked these 
desirable qualities.” One writer has ac- 
cumulated a check list of a hundred perti- 
nent facts for a determination of reasonable 
compensation.” 


BB enee-ngysesmbel means nothing here. Cit- 
ing the Botany case, one court declared: 
“Because it was termed commission by pe- 
titioner, when paid, does not make the amount 





3 William H. Crow and U. S. Greene, Planning 
For Tax Economy (New York, Waldrep-Tilson, 
Inc., 1936), p. 136. 

4George T. Washington, ‘‘The Corporation 
Executive’s Living Wage,’’ 54 Harvard Law Re- 
view 767 (March, 1941). 

5 Philip M. Payne, ‘‘Corporation Salaries and 
Bonuses and the Federal Income Tax,’’ TAXES 
—The Tax Magazine, June, 1934, p. 333. 

® General Water Heater Corporation v. Com- 
missioner, 1930 Standard Federal Tax Reports 
{ 9484, 42 F. (2d) 419 (CCA-9). 

7A. David Company v. Grisson, 5 ustc { 1408, 
64 F. (2d) 279 (CCA-4, 1933). 

8 Brown & Haley, CCH Dec. 6555, 21 BTA 752 
(1930). 
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J. D. Van Hooser & Company v. Glenn, 43-1 
ustc {| 9395, 50 F. Supp. 279 (DC Ky.). 

10 William S. Gray & Company v. U. 8., 39-2 
ustc { 9526-A, 35 F. (2d) 968 (Ct. Cls., 1929). 

11 Barto Company, CCH Dec. 6627, 21 BTA 1197 
(1931). 

12 Miller Manufacturing Company, Inc. v. 
Commissioner, 45-1 ustc J 9293, 149 F. (2d) 421 
(CCA-4). 

13 Victor R. Wolder, ‘‘Facts and Figures on 
Reasonable Compensation,’’ TAxEs—The Tax 
Magazine, February, 1946, p. 150. See also 
Merle Miller, ‘‘What the Tax Court Wants to 
Know in a Reasonable Compensation Case,”’ 
79 Journal of Accountancy 366 (May, 1945). 
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commission.” “* Nor does the decision of the 
directors have any binding effect upon the 
Commissioner, for “the inference to be drawn 
from official action is not in itself suffi- 
cient to overcome the presumption of the 
correctness of the [Commissioner’s] determina- 
tion.” “While the judgment of the cor- 
porate directors is not to be disregarded, 
there is no rule that it is conclusive or that 
it comports with the statutory qualifications 
of the tax deduction. ... But, however hon- 
est may be the directors’ judgment and how- 
ever great their power to effectuate it, these 
do not determine the deductibility of such 
amounts under the tax law. ... Hence the 
directors’ duty to the corporation is no cri- 
terion of the Commissioner’s duty to limit 
the tax deduction within the statutory bounds, 
and the two are not in conflict.” * Similarly, 
where a father-employer wrote his son to 
the effect that henceforth junior would also 
receive as a bonus forty-five percent of the 
net earnings, “that agreement does not es- 
tablish the reasonableness of the salary: 
Botany Mills v. United States....”™ 

Extra compensation is more likely to be 
recognized if it is provided for before earn- 
ings can be predicted. “This formula was 
adopted prior to the taxable year in an 
arm’s length transaction and was intended 
as the establishment of a sound, practical 
and reasonable basis for compensation for 
personal services actually rendered.” * But 
the setting of compensation when earnings 
are “in” creates a strain on the credulity. 
Early in the taxable year, a corporation set 
its officers’ compensation, providing, how- 
ever, that withdrawals should not exceed 
a much lesser figure until year-end profits 
could be determined. “The resolution here- 
inbefore set forth was part of a system 
conceived and put in force and effect to dis- 
tribute the profits . . . in the form of sal- 
aries to the end that income and excess 
profits taxes might be kept at a minimum. 
This fact is as apparent as if it were writ- 
ten out at length in the minutes of the 
corporation. Conclusive proof when sought, 


4% Alexander Sprunt & Son, Inc. v. Commis- 
sioner, 1933 Standard Federal Tax Reports 
{ 9263, 64 F. (2d) 424 (CCA-4). 

% Shipyard River Terminal Company, CCH 
Dec. 14,281(M), 3 TCM 1292 (1944). 

1% Schepp Company, CCH Dec. 7419, 25 BTA 
419 (1932). . 

11 Hstate of Walter 8. Rae v. Commissioner, 
45-1 ustc f 9144, 147 F. (2d) 204 (CCA-3). 

1% Draper & Company, Inc., CCH Dec. 14,770. 
5 TC 822 (1945). 

% Werner Machine Company, Inc. v. Manning, 
41-1 ustc § 9176 (DCN. J.), aff’d 42-2 ustc 9505. 
129 F. (2d) 105 (CCA-3). 


is found in the method of paying the salaries 
designated for the year....”” 


ee eee devices beget sus- 
picion. “There is no reason why a cor- 
poration should not compensate its officers 
or employees upon the basis of a share in 
the profits earned, and when the effect of 
such an arrangement is to provide reason- 
able compensation for services rendered, 
such compensation is deducted in computing 
net income.” But splitting of profits via 
bonuses may be deemed the payment of 
dividends. An officer’s “compensation for 
the taxable year was not agreed upon until 
near the close of the taxable year and until 
the amount of the profits was reasonably 
certain. There was no element of risk either 
on his or [the employer’s] part.”™ Where 
bonuses increased with business but divi- 
dends did not, compensation was deemed 
unreasonable. “Every fact brought out at 
the trial points toward the fact that this 
was a means to distribute the profits tax 
free. ... I have examined each and every 
case cited by the plaintiff and while they are 
good authority they do not apply to the facts 
in the case at bar.”* A court noted disap- 
provingly that “the additional compensation 
was based primarily upon the increases in 
the [employer’s] net profits.” * Where two 
officer-stockholders were allowed as com- 
pensation half of the profits after dividends, 
“the amounts deducted by the plaintiff had 
no relation to the services rendered and 
were not in fact fair compensation ‘but 
merely a distribution of a fixed percentage 
of the net profits’. Botany Worsted Mills v. 
United States... .”* The employer won 
when the court found that salaries “bear 
no close relationship to stock-ownership and 
may not be regarded as a distribution of 
earnings in disguise. ... A liberal dividend 
policy was followed in the current year. 
.. ”™ But even where the profit-sharing 
mechanism was bona fide, “deduction of the 
amounts paid to the officers under the. . 
arrangement was allowable only if those 
amounts, added to the set salaries, were no 


2 Ferry & Son, Inc., CCH Dec. 5851, 18 BTA 
1261 (1930). 

21 Hcco High Frequency Corporation, CCH Dec. 
15,325(M), 5 TCM 688 (1946). 

2 Bridges-Smith Company v. Glenn, 39-1 ustc 
4 9403 (DC Ky.), aff'd 41-1 ustc § 9151, 116 F. 
(2d) 934 (CCA-6). 

23 Gates, McDonald and Company, CCH Dec. 
15,767(M), 6 TCM 435 (1947), aff’d 48-1 vusrtc 
f| 9256, 168 F. (2d) 68 (CCA-6). 

* Samuel Heath Company v. U. S8., 1933 
Standard Federal Tax Reports {| 9208, 2 F. Supp. 
637 (Ct. Cls.). 

% Edgcomb- Steel Corporation, 
14,290(M), 3 TCM 1309 (1944). 
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more than ‘reasonable allowance for salaries 
or other compensation for personal services 
actually rendered’.” * 


If all employees are compensated on the 
same basis, the fact that an officer gets a 
huge bonus is not fatal, “This case is not 
of the type discussed in Botany Mills v. 
United States. . . . The compensation re- 
ceived, even though liberal, was not in ex- 
cess of what would have been earned on a 
straight commission basis. . . . If the prin- 
ciple of bonus compensation is to be recognized, 
it carries with the payment of liberal com- 
pensation in good years and moderate com- 
pensation in lean years.” ™ 


A profit-sharing arrangement might, in 
high-prosperity years, bring in compensa- 
tion that “resulted from economic conditions 
prevailing at. that time rather than upon 
increased sales efforts on the part of peti- 
tioner’s officers. Thus, it is apparent that 
the bonus formula in practical effect equally 
divided profits without regard to the value 
of services rendered. See Botany Worsted 
Mills v. United States....”™ But even in 
war years, “The evidence shows. . . that 
the merchandise still had to be sold, and the 
large sales made by [an officer] ... were due 
to his personal efforts.” * “Perhaps, some of 
the increase in petitioner’s business is at- 
tributable to the war; however, increased 
business meant increased work and new 
problems confronted petitioner’s executives 
for which they are entitled to compensa- 
tion.” * 


Not unnaturally, family arrangements are 
viewed critically. “The officers and employ- 
ees here were not only the owners of all of 
petitioner’s stock but members of the same 
family. There was thus no reason for econ- 
omy in securing the services required.” ™ 
An officer of one family corporation testified 
that “the tax consequences of this arrange- 
ment were not discussed. His statement is 
not contradicted but we can not refrain from 
pointing out that the tax savings features 
should have been apparent without discus- 


7% Long Island Drug Company, Inc. v. Com- 
missioner, 40-1 ustc { 9446, 111 F. (2d) 593 
(CCA-2). 

7 Roth Office Equipment Company v. Gal- 
lagher, 49-1 usrc { 9165, 172 F. (2d) 452 (CA-6). 

28 Lorenz Brothers, Inc., CCH Dec. 15,277(M), 


5 TCM 567 (1946). 


2 Fagle Office Equipment Company, Inc., CCH 
Dec. 15,477(M), 5 TCM 967 (1946). 

30 Glenshaw Glass Company, Inc., CCH Dec. 
17,179, 13 TC 306 (1949). 

% Spring Street Realty Company, CCH Dec. 
12,018-B (1941), aff’d 41-2 ustc { 9712, 123 F. 
(2d) 146 (CCA-3). 

33 National Power Machinery Company, CCH 
Dec. 14,122(M), 3 TCM 934 (1944). 


Tax Classics 


sion.” Where an established family busi- 
ness was incorporated, after which an ex- 
isting compensation scale was continued, it 
was determined that “since the percentage 
arrangement was at all times confined to 
members of the family it derives no special 
immunity from the fact that it was of long 
standing.” * 


The reality of the compensation is a major 
consideration. “If the allowance has no sub- 
stantial relation to the measure of officers’ 
services and is utterly disproportionate to 
their value, it is not in reality payment for 
services and so cannot be regarded as ‘ordi- 
nary and necessary expenses’. See Botany 
W orsted Mills v. United States....” * Where 
there was no set policy but a corporation 
paid the equivalent of a deceased officer’s 
salary to his widow, “it is held that the 
payments to the widow are not deductible 
as ordinary and necessary business expenses 
of petitioner. ... See. . . Botany Worsted 
Mills v. United States....” * Payments to 
the late officer’s estate were similarly disre- 
garded, as “the fact that... the two share- 
holders agreed with each other that their 
estates should draw the stated amount from 
the corporation after their deaths cannot fix 
an obligation upon the corporation or de- 
termine the character or deductibility under 
the revenue act of the payment when made. 
. . . Botany Worsted Mills v. United States. 

.”* A corporation could not deduct as 
compensation the premiums paid on lives of 
officer-stockholders, the policies being pay- 
able to the respective wives, for the corpo- 
ration could not prove that the premiums 
“are in fact entirely salaries and not partly 
or wholly profit distributions.” " Payments 
to an officer who had been adjudged insane 
were disallowed, for “a ‘necessary business 
expense’, as we understand it, is one which 
is fairly and properly connected with the 
sound contluct of a business.” * A business- 
man could not deduct amounts set aside for 
his employee-sons, who allegedly had been 
underpaid, where the moneys were to be 
paid only if the sons married girls of their 


88 Mettler & Sons, CCH Dec. 16,909(M), 8 TCM 
329 (1949). 

% Ox Fibre Brush Company v. Blair, 1929 
CCH Standard Federal Tax Reports { D-9173, 
32 F. (2d) 42 (CCA-4), aff'd 2 ustc {§ 522, 281 
U. S. 115 (1930). 

3% Haden Company, CCH Dec. 15,103(M), 5 
TCM 250 (1946). 

% Fifteenth and Chestnut Realty Company, 
CCH Dec. 8408, 29 BTA 1030 (1934). 

7 Hyman & Company, Inc., CCH Dec. 6447, 21 
BTA 159 (1930). 

38 Desmond’s, Inc., CCH Dec. 4927, 15 BTA 738 
(1929). 


own religious persuasion, for “the agree- 
ment was not solely one of compensation 
for services rendered. We think that amounts 
set aside by the petitioner upon his books 
of account in fulfillment of the agreement 
were not ordinary and necessary expenses 
of the [father] in the conduct of his 
business.” ” 


OMPENSATION may not appear to be 
reasonable if the Commissioner can show 

that previous earnings of the employee had 
been quite different. One court noted that 
for twenty-two years prior to 1941 the em- 
ployee hadn’t earned enough to justify a tax 
return; then, in 1942, he received $37,949.40 
and, in 1943, $46,049.41, thanks to an ar- 
rangement giving him ten per cent of the 
sales. “There is no evidence that he con- 
tributed one iota to the procuring of those 
sales. .. . We find very little relationship 
between the efforts of [the employee] . . . and 
the phenomenal increase in the sales of the 
Company.” “” A father persuaded his 
reluctant son to enter his business by a 
promise of twenty-five per cent of the profits, 
which in the first year netted $114,309.02 to 
the son, who “had no previous experience 
in the business. . . .”. The Commissioner was 
allowed to prune this figure.” A court was 
even unimpressed when a director testified 


that the reason she had voted for a salary 
increase for an officer (who happened to 
be her husband) “was that her husband 
had been in the habit of earning that amount 
of money in the past.” “ 


Proof that the employee is truly a val- 
uable man is not enough to justify any com- 
pensation. “We do not minimize the fact 
that the officers are shown to have contrib- 
uted much to the success of the petitioner. 
... However....” Citing the Botany case, 
another court declared: “It is not doubted 
that these individuals were valued employ- 
ees.... However....”“ In fact, a promi- 
nent corporation lawyer has questioned 
“whether human beings require any such 
‘incentive’ in Croesus-like awards to stim- 
ulate them to put in hard licks of honest 
work.” © 


The fact that an employer promised to 
pay an employee certain compensation does 
not mean that the Commissioner will permit 
the deduction; or he may reduce the allow- 
able portion. Tax men are apt to say that 
the Commissioner is a veritable devil, but 
at least Mephistopheles assured his victim 
that “what is promised, that shalt thou en- 
joy to the letter; not the smallest deduction 
shall be made from it.” “ 








public utilities and without the credit for 
Western Hemisphere trade corporations. 


More important still, under the prior and 
new laws, operating loss carry-backs and 
carry-forwards are subject to adjustments in 
the year of the loss and in the.profitable 
years to which they are applied in order to 
arrive at “economic” income and loss. When 
more than one profitable year was involved 
under the prior law, adjustments to tHe in- 
tervening years were inadvertently doubled 
in the subsequent year of application. The 
1950 act eliminates this injustice and corrects 
the law retroactively to 1948. 


3%” Cohen, CCH Dec. 1820, 5 BTA 171 (1926). 

4 Patton, CCH Dec. 15,780(M), 6 TCM 482 
(1947), aff'd 481 ustc { 9246, 168 F. (2d) 28 
(CCA-6). 

41 Hecht v. U. S., 1932 CCH Standard Federal 
Tax Reports { 9039, 54 F. (2d) 968 (Ct. Cls.). 

2 Walts, Inc., CCH Dec. 15,566(M), 6 TCM 
22 (1947). 

43 Miller Manufacturing Company, Inc., CCH 
Dec. 14,110(M), 3 TCM 888 (1944). 
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Periodical Circulation Costs 


For the years 1946 and thereafter, pro- 
vided they are not barred by the statute of 
limitations, the 1950 act dispels all doubt 
that newspapers and periodicals may deduct 
in full, as incurred, all expenditures to main- 
tain, establish or increase circulation. How- 
ever, costs to acquire land, depreciable prop- 
erty or another periodical must be capitalized. 


Bond Premiums 


(1) Dealers—Under the prior law, deal- 
ers, unlike investors, in tax-exempt, income- 


44 Weitz and Company, CCH Dec. 14,868(M), 
4 TCM 1045 (1945). 

45 J. Maurice Wormser, Frankenstein, Incor- 
porated (New York, Whittesey House, 1931), 
p. 117. 

4 Johann Wolfgang von Goethe, 
Hayward Translation) (Lowell, 
Whiting, 1845), p. 50. 
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producing securities were not required to 
amortize premiums paid for them. Dealers 
on a cost basis might have deducted this pre- 
mium upon disposition or at maturity while 
those who inventoried their securities at 
market prices took their premium amortiza- 
tion annually in their valuation but, in either 
case, against ordinary and not capital income. 


For purchases on or after July 1, 1950, the 
1950 act provides that dealers in state and 
municipal bonds, all of which yield tax-ex- 
empt interest, which are held more than thirty 
days and which have a maturity or call date 
less than five years from the date of acquis- 
ition, must amortize these premiums. 


Thus, the artificial loss in the year of dis- 


position or maturity created by the premium, 


will be eliminated. As a consequence, cost- 
basis dealers in such securities are put in the 
tax status of investors so that the premium 
loss ceases to be a deduction when their 
tax-free bond interest is not an offset. As for 
dealers who carry securities at market 
prices, the annual premium amortization 
must be charged off against tax-free income, 
including a prorated premium deduction 
from the cost of sales in the year of disposition. 


(2) Convertible Bonds.— The purchaser 
of a taxable, interest-yielding bond at a price 
in excess of its face value is permitted an 
amortization of this paid premium over the 
life or up to the first call date of the security. 
This premium may arise because of the at- 
tractiveness of the security’s yield or be- 
cause it is convertible into another type at 
a fixed bargain price. The United States Su- 
preme Court, in the Korell (50-1 ustc § 9328, 
70 S. Ct. 905) and Shoong (50-1 ustc § 9329, 
70 S. Ct. 1019) cases, permitted the premium 
deduction in either situation, 


The 1950 act revises this judge-made law 
by denying the premium deduction stem- 
ming from the conversion privilege on bonds 
purchased after June 15, 1950. The value of 
this convertibility may not be readily deter- 
mined. The use of comparable bonds with- 
out this feature may resolve the problem. 


Stock Redemption 


Section 115 (g) provides that the redemp- 
tion of stock by a corporation creates fully 
taxable income to the stockholders to the 
extent that the accompanying distribution 
represents earnings or profits. The Third 
Circuit Court, in Commissioner v. Wanamaker 
(44-1 ustc 79124, 139 F. (2d) 644), dis- 
closed a loophole which enabled taxpayers 
to achieve the same result and escape Sec- 
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tion 115(g) dividends by selling the parent 
stock not to the parent but to its subsidiaries. 


The 1950 act plugs this loophole for 
amounts received after August 31, 1950, 
with the result that the purchase of stock 
by a subsidiary may result in a dividend to 
stockholders of the parent corporation. 
Fifty per cent control establishes the parent- 
subsidiary relationship. 


Amortization of Emergency Facilities 


The 1950 act purports to encourage tax- 
payers to engage in war defense operations 
by offering them accelerated depreciation. 
Borrowing from a comparable provision in 
effect during the second World War, a tax- 
payer is permitted to recover the cost of 
plant and equipment, acquired after Decem- 
ber 31, 1949, and certified as needed for na- 
tional defense, over a maximum of sixty 
months rather than over the ordinary de- 
preciable life of the property. If such a 
facility is sold or exchanged, the gain in 
whole or in part may be fully taxable. That 
portion of the gain that represents the dif- 
ference between the bases subject to ordi- 
nary depreciation and accelerated depreciation 
is fully taxable income; the balance of the 
profit is capital gain. 


Tax-Exempt Organizations 


The former tax-exempt organizations 
have undergone a complete revision in the 
1950 act. Educational, charitable and certain 
other tax-exempt organizations, foundations 
and trusts have had their tax privileges cur- 
tailed. Such entities exempt under Sec- 
tion 101(1) and (7) and certain organiza- 
tions exempt under Section 101(6), except 
churches or associations of churches and all 
trusts receiving charitable deductions under 
Section 162(a), are subject to regular income® 
tax or denied charitable deductions with re- 
spect to income derived from unrelated 
business enterprises, except dividends, in- 
terest and the like, regularly carried on 
which exceeds $1,000 or with respect to in- 
come from long-term leases having a dura- 
tion of more than five years on property 
purchased with borrowed funds. “Feeder” 
companies whose earnings are transferred 
to such organizations are subject to tax. If 


funds are diverted for private gain, such 


organizations may lose their exempt status 
or may be denied unlimited charitable de- 
ductions. Publicity shall be given to the 
operations of all tax-exempt organizations. 
Deductions for contributions to organiza- 
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tions that have lost their exemption or their 
right to limitless charitable deductions are 
denied, but only after such an organization 
has lost its preferred status. For the most 
part, these restrictions on tax-exempt opera- 
tions are prospective. 


Partially Tax-Exempt Liquidations 


The 1950 act revives the 1944 provision 
which permitted the liquidation of domestic, 
particularly personal holding, companies at 
favorable tax rates. In general, accumu- 
lated earnings are fully taxable. Cash and 
securities acquired after August 15, 1950, are 
treated at capital gains rates. All other 
assets are distributed, tax-free, subject to 
capital treatment at a later date of disposi- 
tion. Minority stockholders are taxed ratably 
on these various assets. Corporate stock- 
holders, in such a liquidation, enjoy capital 
gain on the greater share of the earnings 
or money and securities acquired. The liqui- 
dation must occur within one month of 
the year 1951. 


This special relief provision is deceptive. 
Before it is employed, it would be well ad- 
vised to compare its contemplated tax re- 
sult with the one derived from the use of a 
complete corporate liquidation under Sec- 
tion 115(c). On the other hand, its use 
might be indicated to advantage, some think, 
where the collapsible corporation had been 
formerly employed with tax profit. 


Employee Stock Options 


Stock options had been offered employees 
as a tax-free incentive to greater produc- 
tivity or as taxable additional compensation. 
Stemming from the Supreme Court decision 
in the Smith case in 1945 (45-1 ustc § 9253, 
65 S. Ct. 891), Treasury Regulations were 


promulgated 
‘he former. 


which practically outlawed 


The new law makes no significant dis- 
tinction, in essence, between these two types 
of stock options. It holds, however; that 
no taxable income is realized at the time 
the option is exercised, provided: the option 
price is at least eighty-five per cent of the 
fair market value of the stock at the time 
the option is granted; the recipient owns 
directly or indirectly less than ten per cent 
of the voting power of all classes of stock 
of the employer or its parent company; and 
the option is exercised while the taxpayer is 
still its employee or within three months 
after employment termination. The stock 
acquired must not be sold within two years 
after the option is granted and must be held 


not less than six months. Otherwise, the 
taxpayer is fully taxable on his gain. 


The sale of such qualified stock is ordi- 
narily a capital transaction. However, part 
of the profit on the disposition of the stock 
after 1949 may, under certain circumstances, 
be taxed as ordinary income in the year of 
disposition. If the option price is between 
eighty-five and ninety-five per cent of fair 
market value at the time the option is granted, 
the difference between option price and fair 
market value at the time of the option is 
ordinary income at the time of disposition. 


The employer receives the option price 
for the stock and derives no deductions un- 
der any circumstances. 


If the stock is not listed, it is important 
to procure valuation figures at the time of 
the option so as to be able to prove quali- 
fication for the employee stock options at a 
later date. 


Investment Companies 


Regulated investment companies are cor- 
porations which derive their income chiefly 
from the profits arising out of the sale of 
securities and from dividends and interest. 
Stock ownership in such companies enables 
small investors to enjoy the benefits of the 
skill of able security analysts and of greater 
diversity of investment. Accordingly, the 
law grants regulated investment companies 
very favorable tax treatment if they dis- 
tribute at least ninety per cent of their net 
earnings and profits annually; their undis- 
tributed earnings are taxed generally at the 
usual corporate rates. 


Under the prior law, disqualification might 
arise if the minimum ninety per cent distri- 
bution was not completed by the end of the 
taxable year. Compliance with this require- 
ment could not always be effected because 
of auditing and other reasons and a con- 
sent dividend could not always be employed. 
The new law provides that such companies 
may treat as dividends paid within the tax- 
able year those dividends declared before 
the filing of their returns and paid within 
twelve months after the taxable year but 
not later than the first regular dividend date 
after such declaration. The tax effect on 
the cash-basis shareholder remains unchanged 
He is taxed on his income in the year in 
which it is received. 


Excise Taxes 


The 1950 act was initiated with a view 
toward reducing excise taxes. The Korean 
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incident changed its purpose. Excise and 
other taxes were actually increased. A ten 
per cent manufacturers’ excise tax was im- 
posed on household deep-freeze units and 
on television sets. The retail taxes on furs 
and jewelry were extended to auction sales, 
and the occupational tax on coin-operated 
machines was increased to $150 a year. In 
addition, other changes involve the refund 
of taxes paid on aircraft sales in foreign 
trade and the attaching of United States 
revenue stamps to imported tobacco goods. 


Decedents’ Estates 


(1) Redemption of Stock for Taxes.—The 
estate tax problem is acute in the case of 
estates consisting largely of shares in a 
family corporation. Under the prior law, in 
hardship cases, the tax payment might be 
deferred ten years at a rate of four per cent 
annually. In the meantime, the income of 
the estate would have been subjected to 
corporate and estate income taxes. Another 
method permitted the estate to dispose of 
its corporate stock, ordinarily, to be sure, 
at capital gains rates, but this action forced 
it to withdraw from the family enterprise 
and risk running afoul of the Section 115 
(g) distribution which is treated as if it 
were a taxable dividend. 


The new law resolves the problem in part 
by providing that the cancellation or re- 
demption of the stock of a deceased share- 
holder will be exempt from taxation to the 
extent of the total of the estate, inheritance, 
legacy and succession taxes, including in- 
terest, if the value of such stock comprises 
more than fifty per cent of the value of the 
net estate. 


It is significant to note that the estate 
need not be ¢ash-short to qualify under this 
provision. Family corporate stock gifts 
made in contemplation of death may be in- 
cluded in the gross estate to determine eli- 
gibility for this tax-free transaction, unless, 
to effect ineligibility, the Treasury decides 
to reverse its more usual practice by argu- 
ing that such gifts are bona fide. Family 
corporations would be well advised to issue 
commion or preferred stock or to declare 
preferred stock dividends so that an ade- 
quate amount of shares would be available 
for redemption for all stockholders in an- 
ticipation of estate taxes. 


(2) Dependents—The prior law allowed 
the deduction for estate tax purposes, where 
state laws allow it, of reasonable amounts 
expended for the support of the decedent’s 
dependents during the settlement of the 
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estate. This is inconsistent with the concept 
of estate taxation. It tends to defer the 
settlements of estates and is discriminatory 
as between those states that do and those 
that do not have such permissive laws. The 
1950 act eliminates this estate tax deduction 
for the support of dependents in estates of 
decedents dying after September 23, 1950. 


(3) Transfers in Contemplation of Death— 
Transfers of assets made more than three 
years prior to death are, under the 1950 act, 
immune to the charge of having been made 
in contemplation of death and are, therefore, 
no longer includible in the decedent’s gross 
estate. If they were made within the three- 
year period, they are subject to the rebut- 
table presumption in favor of the Treasury 
that they were so made. The former pre- 
sumptive period was two years. 


Percentage Depletion 


Depletion deduction in mineral properties 
may be calculated at the lesser of fifty per cent 
of the net income from the property or at 
a statutory percentage of “gross income 
from the property.” Where the mining in- 
come from the property stops and where 
the processing income commences has al- 
ways been difficult to determine. The 1950 
act resolves the problem in part by includ- 
ing in the percentage-depletion base the 
added value arising from fifty miles of 
transportation to the plant where the min- 
eralogical or metallurgical processing is con- 
ducted. The Treasury may, on application, 
extend this distance. 


Nonresident Aliens 


Heretofore, nonresident aliens, irrespec- 
tive of their physical presence, were immune 
from capital gains taxes on their transac- 
tions in United States markets, provided 
they did not conduct a trade or business here. 

The 1950 act alters this situation for 1950 
and thereafter where treaties are not in con- 
flict. If nonresident aliens are physically in 
the United States less than ninety days in 
a year, they are subject to tax on all capital 
gains realized while they are here. If they 
are in the United States more than a total 
of ninety days in a year, they are taxable 
on all their gains throughout the year whether 
or not they were present when the gains 
were realized. The rate is thirty per cent. 
A nonresident alien who has not been phys- 
ically in the United States continues to sus- 
tain neither taxable gain nor loss. However, 
if the nonresident alien’s total gross income 
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including net capital gains from United 
States sources exceeds $15,400, such tax- 
payer is subject to the greater of thirty 
per cent or the regular rates. 


Important Court Tax Decisions 


The Revenue Act of 1950 is not the only 
tax highlight of that year. The following 
is a selection of the more important court 
decisions on tax matters. 


Taxable Income 


Funds set aside pursuant to an obligation 
requiring their disbursement for specific 
purposes are not deemed to be taxable in- 
come. Accordingly, the Tax Court holds 
that moneys received by a manufacturer 
from dealers for national advertising are not 
taxable on the excess of receipts over ex- 
penditures, provided they are treated as 
separate trust funds.’ 


One way of effecting tax economy is to 
split income by transferring as a gift a com- 
plete business or an interest in a divisible 
business to a wife or other close relative. 
One must be cautious, however, to sever all 
dominion and control over such property. 
In the recent Bein? and Vance* decisions, 
the Tax Court held that though the donors 
continued as employees of their wives, the 
latter and not their husbands were account- 
able for the net income of the enterprises, 
because the administrative dominion and 
control were now vested in the wives. Simi- 
larly, where a husband gives his wife a bona- 
fide gift of corporate stock and the trans- 
action is followed by a corporate liquidation, 
the husband does not thus assign to her 
anticipated income rightfully taxable to him.‘ 


What may not be treated as deductible 
bonus payments in one year may be consid- 
ered a proper deduction in succeeding years. 
On examining all the facts, the Tax Court 
held in the Glenshaw Glass Company case 
that the bonus based on a percentage of net 
profits was really a nondeductible dividend 
in the earlier years and reasonable additional 
compensation in the later years.® 


Meals furnished employees, including ex- 
ecutives, may create income tax problems. 


1 Seven-Up Company, CCH Dec. 17,656, 14 TC 
965 (1950). 

2? Bein, CCH Dec. 17,682, 14 TC 1144 (1950). 

3 Vance, CCH Dec. 17,689, 14 TC 1168 (1950). 

4 Apt v. Birmingham, 50-1 ustc { 9247, 89 F. 
Supp. 361 (DC Ia.). 

5 Glenshaw Glass Company, CCH Dec. 17,179, 
13 TC 296 (1949). 

6 Ferguson, CCH Dec. 17,642, 14 TC 846 (1950). 


76 January, 1951 


A restaurant deducted the cost of food pur- 
chased and also the cost of meals furnished 
employees out of that same food. The Tax 
Court properly disallowed the double de- 
duction.® Similarly, a restaurant owner was 
obliged to add to income the cost of food 
he and his family consumed.” 


Payments to an employee’s widow, whether 
they are made voluntarily or contractually, 
are taxable when received in 1951 and there- 
after and are correspondingly deductible by 
the employer. Heretofore, such payments 
were taxable only when made in accordance 
with an oral or written understanding 


If a husband sells real property and the 
wife gets a part of the purchase price for the 
release of her dower rights, the district court 
in the Yost v. O’Malley case® says he can 
deduct the amount as an expense in accord 
with an earlier Third Circuit Court deci- 
sion in the Frank v. Commissioner case.” 
The Tax Court says you must pay the tax on 
the entire amount. Of course, the filing of 
a joint return corrects the problem. 


A taxpayer may elect to defer foreign in- 
come not convertible into United States dol- 
lars until a conversion can be made, until 
a conversion is actually made despite ex- 
isting restrictions, until the income is used 
for personal expenses, gifts, inheritance or 
dividends, or until a resident alien departs 
The election is applicable to all open years 
and applies with offsetting expenses and de- 
ductions.™ 

On and after July 1, 1950, group life in- 
surance premiums are not income to employ- 
ees if they provide term insurance and have 
no cash surrender value but do constitute 
taxable income if they provide for nonfor- 
feitable, group-permanent life insurance.” 


Executors’ fees are taxable ,as earnings. 
However, if the executor receives a bequest 
and it is not compensation for services to 
be rendered as executor, it is a tax-free gift.” 


Prizes won in a radio, newspaper or other 
contest are taxable income unless properly 
classified as gifts. But what is a gift? The 
Tax Court held™ that the first prize of 
$25,000 paid by Pabst for the best plan 
for postwar employment was taxable in- 
come. It did not distinguish its decision 


7 Jacob, CCH Dec. 
(1950). 

8 I. T. 4027, 1950-21-13447 (p. 2). 

950-1 ustc 7 9210, 88 F. Supp. 626 (DC Neb.). 

102 ustc J 795, 51 F. (2d) 923 (1931). 

11 Mim. 6475, 1950-1 CB 50. 

12 Mim. 6477, 1950-1 CB 16. 

133 Thompson, CCH Dec. 17,447(M), 9 TCM 21 
(1950). 

14 Stein, CCH Dec. 17,561, 14 TC 494 (1950). 
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from its earlier one concerning the “Pot O’ 
Gold” program, because it based its Pabst 
decision on whether the prize winner “real- 
ized gain or compensation from labor or in 
the practice of his profession” and not whether, 
as in the earlier case, a gift was intended 
by the furnisher. It did criticize the Dis- 
trict of Columbia Court of Appeals for hold- 
ing that the prize granted by the American 
Bar Association was tax exempt. 


Appreciated property transferred to chil- 
dren in exchange for their promise to pay 
annuities to their parents does not create tax- 
able income until the aggregate payments 
exceed cost. The Treasury had taken the 
position that such transactions constitute 
purchases of annuities yielding taxable in- 
come at the rate of three per cent of the 
purchase price until the investment was re- 
covered. Then it held that all the income 
would be fully taxable. This contention was 
contrary to the decisions of the Tax Court 
in Lloyd7* Deering” and Hommel." The 
Treasury now yields and recently acqui- 
esced in these decisions.* 


Deductible Expenses 


Penalty payments for violations of the law 
are ordinarily not deductible as business 
expenses. However, when these violations 
are not contrary to public policy or do not 
violate the purposes of the law, the Second 
and Ninth Circuit Courts do not endorse 
this principle.® They hold that innocent vio- 
lations of price control regulations do not frus- 
trate the enforcement of the law. The Tax 
Court in the recent Farmers Creamery Com- 
pany of Fredericksburg case™ holds similarly. 


The question has arisen as to whether 
the so-called “five percenters” are criminals 
and whether, as a consequence, payments 
made to them are deductible as ordinary 
and necessary business expenses. The Tax 
Court in the Aetna-Standard Engineering 
Company case holds that such payments are 
proper deductions, because the taxpayer did 
not employ the agent to exercise undue in- 
fluence, the agent did not actually do so and 
the compensation was reasonable for the 
services rendered.” 





15 CCH Dec. 9201, 33 BTA 903 (1936). 

16 CCH Dec. 10,903, 40 BTA 984 (1939). 

%7 CCH Dec. 15,424, 7 TC 992 (1946). 

18 1950-15-13390. 

19 Jerry Rossman Corporation v. Commis- 
sioner, 49-2 ustc { 9333, 175 F. (2d) 711 (CA-2); 
National Brass Works, Inc. v. Commissioner, 
50-1 ustc { 9316, 182 F. (2d) 526 (CA-9). 

2 CCH Dec. 17,646, 14 TC 879 (1950). 

21CCH Dec. 17,847, 15 TC —, No. 42 (1950). 

2 Tennessee Consolidated Coal Company, CCH 
Dec. 17,876, 15 TC —, No. 62 (1950). 
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Employees’ vacation pay cannot be accrued 
until the employer’s liability is fixed. Where, 
under a trade union contract, mine workers 
were required to serve twelve continuous 
months previous to June 1 to be entitled to 
one week’s vacation with pay, the deduction 
accrued when the vacation money was paid 
and not monthly during the year’s qualify- 
ing period.” 


If unpaid, advances of money to a corpo- 
ration are a nonbusiness bad debt and must 
be reported at short-term capital loss rather 
than at fully deductible rates. The Tax 
Court applied this law in a situation in which 
a manager-minority stockholder made loans 
to his corporation that were never repaid. 
This law was invoked because it was not 
the taxpayer’s duty to make loans to his 
corporation and he was not in the business 
of lending money.” By comparison, invest- 
ment bankers, promoters of corporate enter- 
prises and organizers of operating corpora- 
tions, though simultaneously engaged in other 
enterprises, make business loans and can 
take the more tax-desirable, fully deductible 
losses when such loans become worthless.” 


California, New Jersey, New York and 
Rhode Island have state plans for disability 
insurance not connected with employment. The 
employers deduct their contributions in New 
Jersey and New York. In California and 
Rhode Island, they are deductible as part of 
unemployment insurance. In New York, 
they are treated as business expenses.” In 
New Jersey, they are deductible taxes, if 
made to the state plan, or deductible busi- 
ness expenses, if made to a private plan. 
Where employers make employee contribu- 
tions, they make them as additional busi- 
ness expenses,” but they also constitute 
additional compensation to the employees 
and are subject to withholding. 


On the other hand, employee contribu- 
tions to a state plan in California, New 
Jersey and Rhode Island are deductible as 
taxes.” Employee contributions in New 
York are not deductible,* and in California 
and New Jersey, they are not deductible 
when made to a private plan.” Under a 


23 Van Pelt, CCH Dec. 17,803(M), 9 TCM 675 
(1950). 
2*Omaha National Bank v. Commissioner, 
50-2 ustc { 9429, 183 F. (2d) 899 (CA-8), and 
Campbell, CCH Dec. 16,611, 11 TC 510 (1948). 
237. T. 4010, 1950-1 CB 30. 
67. T. 4011, 1950-1 CB 32. 
7I. T. 3966, 1949-2 CB 27; I. T. 3970, 1949-2 
8. 
8 I. T. 4005, 1950-1 CB 47. 
°I. T. 3967, 1949-2 CB 33. 
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private plan in New Jersey, payments to dis- 
abled employees are not taxable income.” 

In order for pension and profit-sharing plans 
to be tax exempt, they must benefit em- 
ployees by and large and must not favor 
stockholder-employees. To give effect to 
this law, the Treasury arbitrarily declared 
in its so-called thirty per cent rule that pen- 
sion trusts would not generally be consid- 
ered to be for the benefit of stockholders 
if amounts contributed for-the benefit of 
ten per cent stockholder-employees did not 
constitute more than thirty per cent of the 
aggregate amount contributed. 


In Volckening, Inc." a plan was qualified 
by the court even though much more than 
thirty per cent of the contributions were used 
to pay insurance premiums for the benefit 
of two chief stockholders, because they 
were high-salaried and were advanced in 
age. The Treasury acquiesced in this deci- 
sion in violation of its thirty per cent rule.” 
Apparently, such plans are tax exempt where 
they are not discriminatorily in favor of 
stockholder-employees. Whereas the former 
thirty per cent rule made pension and profit- 
sharing plans unattractive to closely held 
corporations, they are now much more ap- 
pealing. They offer additional “fringe” ben- 
efits to employees in the ever-growing, tighter 
labor market occasioned by the war effort 
and grant stockholder-executives greater as- 
surance of higher “reasonable” salaries and 
deferred compensation for later less pro- 
ductive years. 


Pension plans have to be bona fide to be 
sound taxwise. An aged man sold his 
proprietorship to a corporation in consider- 
ation for all its stock, a salary and a pension 
plan for his wife after his death. Upon 
his death shortly thereafter, the stock was 
transferred to his sons by the. terms of his 
will. The widow’s payments were not con- 
sidered ceductible because they were con- 
sidered part of an established pension plan, 
were not compensation for her husband’s 
services and were not an arm’s-length em- 
ployment contract with her husband.™ 


Ordinarily, losses are deductible in the 
year they are sustained, determined by 
the date of sale of the investment or by 


%®T. T. 4000, 1950-1 CB 21. 

"1. T. 3674, 1944 CB 315. 

82 CCH Dec. 17,277, 13 TC 723 (1949). 

33 1950-10-13351. 

% Frederick Pfeifer Corporation, CCH Dec. 
17,584, 14 TC 569 (1950). 

% Hexter, CCH Dec. 17,685(M), 9 TCM 439 
(1950). 

% Lab, CCH Dec. 17,290, 13 TC 811 (1949); 
Smyth v. Barneson, 50-1 ustc { 9267, 181 F. 
(2d) 843 (CA-9). 
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the date of worthlessness. However, in the 
event of an indemnity-loss contract, the loss 
is shifted to the indemnifier and to the later 
year in which he fulfills his guarantee.” 


The reduction of indebtedness of a solvent 
debtor does not assure a creditor of a bad- 
debt deduction, unless the amount is in 
dispute and is fairly compromised. The 
forgiveness may in reality be treated as a 
gift or as a capital contribution. However, 
a forgiveness of rent in arrears to retain 
tenants™ and the discounting of notes to 
hasten liquidation” are proper, but a failure 
to file a claim for unpaid notes is improper,” 
for tax purposes, as a bad-debt deduction. 


Among other situations, a war-loss deduc- 
tion can be obtained for property in an area 
under the control of the enemy when war 
is declared on that country by the United 
States. The taxpayer must prove “owner- 
ship” at the time, which may not be equiva- 
lent to title.” 

Losses resulting from the depreciation of 
foreign currency in the hands of an investor 
constitute capital losses.” However, foreign- 
exchange losses sustained in the regular 
course of doing business are fully deduct- 
ible. The question involved as to the latter 
situation is: When does this loss accrue? 
The Foundation Company case answers it by 
holding that it takes place when the tax- 
payer converts the foreign into United 
States curency. Similarly, currency losses 
resulting from foreign devaluations are de- 
ductible in the year when litigation is con- 
cluded, and the loss is measured in terms 
of the free-business rate rather than the 
supposedly foreign-government-controlled 
rate. Taxpayers trading abroad should be- 
come acquainted with the method of de- 
ferring taxable income in blocked foreign 
currencies.“ 


State or municipal taxes are deductible in 
the case of an accrual taxpayer when their 
contest is settled or when they are paid, 
whichever occurs first.” Cash basis tax- 
payers deduct them when they pay them. 


Payments in settlement of business claims 
are generally deductible. However, all such 
lump-sum payments may not be deductible 
expenses when, in reality, part of them 


31 West Coast Securities Company, CCH Dec 
17,655, 14 TC 947 (1950). 

% Dahlke, CCH Dec. 17,227(M), 8 TCM 887 
(1949). : 

3% Rozenfeld v. Commissioner, 50-1 ustc {| 9258. 
181 F. (2d) 388 (CA-2). 

#1. T. 3810, 1946-2 CB 55. 

41 Mim. 6475, footnote 11. 

#2 ACF-Brill Motors Company, 
17,499, 14 TC 263 (1950). 
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represent the acquisition costs of assets. 
However, the burden of allocation is on the 
taxpayer if it wants to preserve the de- 
ductible items. In the Battle Creek Food 
Company v. Commissioner case,“ though part 
of the settlement payment was for other- 
wise deductible royalty payments, since it 
could not allocate reasonably between this 
item and the acquisition costs of some 
assets which were part of the compromise 
arrangement, it lost all deductions. It be- 
hooves taxpayers as a consequence to de- 
tail their litigation settlements if they want 
to protect their tax positions. 


Costs of attending summer school to main- 
tain, preserve or carry on one’s profession 
are deductible and are not nondeductible 
personal expenses.“ However, if the dis- 
bursements were made to attain a new 
position, to expand educationally or to 
commence a new vocational life, they would 
not be deductible and the old rule under 
O. D. 892 (4 CB 209) would govern. 


The expenses of government officials and 
employees are not deductible because they 
are not ordinary and necessary trade or 
business expenses and because these indi- 
viduals are not engaged in private business, 
says the Sixth Circuit Court in the Motch, 
Jr® case. The Treasury does not agree 
with this decision, because it holds that the 
term “trade or business” includes, under 
Section 48, the performance of public duties. 


Amounts expended for the purchase and 
maintenance of police officers’ uniforms are 
deductible as business expenses.“ This rule 
will undoubtedly be extended to embrace 
all workers who wear distinctive uniforms. 


An adverse court decision as to a tax 
issue is ordinarily a bar to the same tax 
treatment of a recurring item in a sub- 
sequent year (res judicata). In the first 
Thomas Flexible Coupling Company case,“ 
the court disallowed a royalty payment as 
a deduction because of the absence of a 
legal obligation. This proceeding was fol- 
lowed by an apparently uncontested state 
court decision establishing the obligation. 
The taxpayer then deducted the royalty 
payments for a subsequent year. The Tax 
Court ruled that the principle of res judicata 
did not apply because the appeal altered the 


#8 50-1 ustc { 9281, 181 F. (2d) 537 (CA-6). 
Hill, 50-1 ustc 9310, 181 F. (2d) 906 (CA-4). 
*& Commissioner v. Motch, Jr., 50-1 ustc {| 9239, 
180 4 a 859. 
. 3978, 1949-2 CB 24; Mim. 6463, 1950-1 
cB %." 
7 CCH Dec. 14,008(M), 3 = 620 (1944). 
% 50-1 ustc J 9129, 70S. Ct. 
#1. T. 3989, 1950-1 CB 34. 
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situation. The moral of the case is that 
to avoid the impact of res judicata, the 
intervening factor must be a preferably 
contested lawsuit, a change in statute or 
regulations or a favorable high court decision. 


Capital Transactions 


Property recived as a liquidating dividend 
can be sold by the shareholders without 
corporate tax liability. This was decided by 
the Supreme Court in the U. S. v. Cumber- 
land Public Service Company case * which is 
distinguishable from its earlier Court Hold- 
ing Company decision in the fact that the 
prospective vendee discontinued negotiations 
with the corporation for good cause. 


Short-sale expenses with respect to divi- 
dends and premiums paid to the lender of 
the stock sold short by investors, as in the 
case of traders in securities, are deductible 
as nontrade or nonbusiness expenses under 
Section 23(a)(2).® Thus, dividend and pre- 
mium expenses of a short sale are deduct- 
ible in full regardless of whether the gain 
or loss on the short sale is long-term or 
short-term. 


The Treasury has ruled that the transfer 
of patent rights in consideration for periodic 
payments yields fully taxable income for 
amounts received in 1951 and therafter.” 
This ruling is invalid, because it is contrary 
to the court decisions which hold that where 
the patent is a capital asset and is sold, 
the amounts received under these same 
conditions are capital gain.” 


Banks’ bond losses and gains are treated as 
ordinary deductions and income.” This rule 
holds as long as the bonds are treated as 
investments. If the bank acts in the capa- 
city of a dealer, they are treated as capital 
transactions, a treatment contrary to the 
rule applicable to the usual dealer.™ 


The law has been that excessive indebted- 
ness, long after the organization of a corpo- 
ration, might be challenged as a capital 
contribution depriving it proportionately of 
a deduction for accrued interest, and the 
losses therefrom were considered, as a 
consequence, capital rather than ordinary. 
In the recent Dobkin case,™ the Tax Court 
held that excessive indebtedness, in a ratio 
of debt to capital stock of thirty-five to one, 


50 Mim. 6490, 1950-1 CB 9. 

51 Dreymann, CCH Dec. 16,526, 11 TC 153 
(1948); Commissioner v. Hopkinson, 42-1 ustc 
| 9330, 126 F. (2d) 406 (CCA-2). 

52 Code Section 117 (i). 

531. T. 4031, 1950-21-13452 (p. 8). 

5 CCH Dec. 17,767, 15 TC —, No. 6 (1950). 


in the inception of the corporation belied 
the form of the transaction and, therefore, 
treated what purported to be indebtedness 
as capital stock. 


Partial payments on interest-bearing debts 
are ordinarily first credited to interest and 
then to principal. However, where the 
compromise agreement provides that the 
partial payments are to be applied first 
to principal and then to accumulated in- 
terest, such agreement governs, and, as a 
result, the early payments are considered 
to be a tax-free return of capital and the 
later payments are considered to be fully 
taxable interest.” 


Legal expenses incurred to restrain a com- 
betitor from the use of a trade name are a 
defense of a property interest and hence a 
capital expenditure.” 


Modification of bonds as to interest rate 
is a taxable exchange within the capital 
gain or loss provisions.” The Treasury 
persists in holding that the exchange of 
bonds for other bonds of the same corpo- 
ration is not a tax-free recapitalization but 
a taxable refinancing. The courts have con- 
sistently disagreed with the Treasury in 
this regard, as evinced in the latest decision 
in the Mutual Fire, Marine and Inland Insur- 
ance Company case.™ 


If a promissory note becomes partially 
worthless in a given year, do not sell it dur- 
ing the same year. The sale of a partially 
worthless note during the year when such 
a situation is recognized and is properly 
charged off converts the partial worthless- 
ness from an ordinary full deduction into 
a capital loss. In order to protect one’s 
tax advantage, it would be advantageous to 
sell the note in a year subsequent to the 
recognizable partial bad debt. You then 
preserve your full partial bad-debt deduction 
and you have in the following year a capital 
gain or loss, depending upon circumstances.” 


Landlords and Tenants 


The distinction between a repair and a 
capital investment does not turn on the 
amount of money involved. Unlike a repair, 
the cost of which is fully deductible in the 
year of payment or liability, a capital in- 
vestment is an expenditure which effects a 





55Gries, CCH Dec. 17,665(M), 9 TCM 419 
(1950). 

5% Food Fair of Virginia, Inc., CCH Dec. 
17,670, 14 TC 1089 (1950). 

5t Letter, Special Ruling, January 9, 1950. 

583 CCH Dec. 17,038, 12 TC 1057 (1949). 

59 Mitchell, CCH Dec. 17,195, 13 TC 368 (1949). 

6% Midland Empire Packing Company, CCH 
Dec. 17,601, 14 TC 635 (1950). 


replacement, an improvement or an altera- 
tion of or addition to a property.” Capital 
investments are recoverable by annual de- 
preciation deductions. In the Farmers Cream- 
ery Company of Fredericksburg case," the 
taxpayer expended for four years an annual 
amount in excess of the adjusted basis to 
replace rotted joists and flooring and to 
patch walls and ceilings. Nevertheless, the 
Tax Court held these expenditures to be 
fully deductible as business expenses. 


Section 22(b)(11) holds that the landlord 
realizes no income from tenants’ improve- 
ments until he disposes of the property un- 
less they are, in essence, rent. I. T. 4009 
holds that whether or not they are rent 
depends upon the intention of the parties, 
and if they are, they are reportable upon 
their completion. This ruling is in conflict 
with the Supreme Court decision in M. E. 
Blatt Company v. U. S.* where the Court 
held that they are ratable income over the 
life of the lease after depreciation. 


The lease of machinery with an option to 
purchase may result in the denial of rental 
deductions if the payments are large enough 
to give the payor an equity in the property. 
This is true even if the rentals are called 
royalties and are governed by the number 
of units manufactured, if the title to the 
property would not have been acquired un- 
til fifteen such annual payments had been 
made and if the payor had considered sur- 
rendering the machine twice during the 
contract period.“ Of course, if the alleged 
rental payments are not deductible, the 
payor may take depreciation and interest 
deductions to the extent that they apply. 


The sale or gift of property followed by its 
lease back. to a seller or donor may result 
in disallowed rental deductions if it is not 
a sale in substance and is not an arm’s- 
length transaction. The Tax Court analyzed 
the facts in the Armston case® and agreed 
with the view of the Treasury that the sale 
was not bona fide. The Seventh Circuit 
Court concurred in this result, after an 
analysis of a comparable set of facts, in the 
Ingle Coal Corporation case but not in the 
earlier Skemp case. The Third Circuit Court 
followed the Skemp case in Brown vw. 
Commissioner.“ 


61 Footnote 20, following Buckland v. U. S., 
46-1 ustc § 9116, 66 F. Supp. 681 (DC, Conn.). 

62 1950-1 CB 13. 

68 38-2 ustc J 9599, 305 U. S. 267. 

* Chicago Stoker Corporation, CCH Dec. 
17,542, 14 TC 441 (1950). 

6 CCH Dec. 16,899, 12 TC 539 (1949). 

6 50-1 ustc J 9219, 180 F. (2d) 926. 
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Losses may be recognized in sales and lease- 
backs. Where the sale is at a loss, pro- 
vided it is bona fide, the loss is fully 
deductible if the amount is determinable, 
the taxpayer’s position is changed and the 
taxpayer had a legitimate business purpose 
for the sale.” 


Lessee’s replacements and improvements 
are subject to expensing or depreciation by 
him if the assets remain his property. If 
the assets ultimately become the property 
of the landowner, they are subject to de- 
preciation by the tenant spread over their 
useful lives or the unexpired term of the 
lease, whichever is shorter.* 


Casualty Losses 


Casualties such as storms, fires and the 
like bring tax deductions in their wake. It 
is agreed that casualty losses are fully de- 
ductible, but what is their measurement? 
If business property is completely destroyed, 
its entire tax value is deductible in the 
absence of insurance proceeds. If part of 
it is destroyed, the tax loss is the depre- 
ciated value of the property before the 
casualty minus salvage or the percentage 
that this bears to the entire property.” On 
the other hand, nonbusiness casualty losses 
are measured by the difference between 
the market value of the property before and 
after the casualty. In the W. F. Harmon 
case the Treasury acquiesced in using the 
net cost of repairs, which is frequently in- 
adequate as a proper criterion.” 


The amount deductible for the casualty 
loss on nonbusiness property is the differ- 
ence between the market value before and 
after the casualty, but not more than the 
adjusted basis of the property, reduced by 
the amount of the insurance proceeds. The 
Treasury has become conservative in the 
computation. The adjusted basis limitation 
must be applied to the loss before sub- 
tracting insurance proceeds. The earlier 
Treasury practice provided that the insur- 
ance proceeds were to be deducted from 
the sustained loss before applying the ad- 
justed basis limitation.” 


Insurance proceeds resulting from a cas- 
ualty loss yield taxable gain if not invested 
in a replacement property. An alternative 
is to invest the sum in a Treasury-author- 
ized replacement fund in an amount not in 


& Standard Envelope Manufacturing Company, 
CCH Dec. 17,779, 15 TC —, No. 8 (1950). 

% Manger. Hotel Corporation, CCH Dec. 
17,902(M), 9 TCM 873 (1950). 

® G. C. M. 6122, VIII-2 CB 115 (1929); Krome, 
CCH Dec. 17,543(M), 9 TCM 178 (1950). 

7 G. C. M. 26379, 1950-1 CB 58. 

1 Letter of Commissioner, August 21, 1950. 
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excess of double the estimated additional 
taxes. The latter advantage is available if 
the taxpayer complies strictly with Treasury 
regulations. Investing the insurance proceeds 
in securities without Treasury approval is 
inadequate.” 


The time for deducting casualty losses is 
in the year of the loss. However, if there 
is a reasonable prospect of insurance recov- 
ery and the amount is in doubt, the amount 
of the loss less the insurance proceeds is 
deductible in the year of the insurance 
settlement.” 


The cautious taxpayer would do well un- 
der such circumstances to deduct the loss 
in the year of the casualty. If the Treasury 
disagrees, the subsequent year of the settle- 
ment with the insurance company would 
be more apt to be open for adjustment. 


Partnerships 


The Treasury acquiesces in the fact that 
the sale of a partnership interest results in a 
capital gain or loss.“ On the other hand, 
if a partnership sells all or a part of its 
assets, the gain or loss may be an ordinary, 
a Section 117(j), or a capital gain or loss 
depending upon the nature of the assets 
sold. If appreciated assets are to be sold, 
it would be tax-wise to distribute them in 
liquidation to the partners and have them 
sell these assets. Without tax effect upon 
the partnership, the results are stepped-up 
bases with corresponding reductions in the 
ultimate tax.™ 


The sale of a partnership entity, however, 
may or may not result in capital gain. It 
all depends upon how the sale is executed. 
If the partnership sells the business or after 
distribution the partners sell the assets, 
some of the property will be subject to 
ordinary income taxation. However, if the 
partners sell their respective interests, capi- 
tal gain will result irrespective of the nature 
of the underlying assets, even if they be 
ordinary inventory.” 


The Tax Court holds that where a part- 
nership receives lump-sum compensation quali- 
fying under Section 107(a), an individual 
partner who receives a share of that income 
can calculate his tax by spreading the in- 
come over the entire period of service ren- 
dered by the firm, even though he personally 


72 Oppenheim’s, Inc. v. Kavanagh, 50-1 ustc 
1 9249, 90 F. Supp. 107 (DC Mich.). 

73 Commissioner v, Harwick, 50-2 ustc { 9483 
(CA-5). 

™ G. C. M. 26379, footnote 70. 

™% Hatch, CCH Dec. 17,497, 14 TC 251 (1950). 

% Luhrs, CCH Dec. 17,746(M), 9 TCM 537. 
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was not a member of the firm during all of 
that period.” 


An unrecognized family partner may claim 
a refund even though the usual three-year 
statute of limitations has run against him. 
If the partnership is otherwise legally valid, 
he can get his tax refund under Section 3801 
as a “related taxpayer.” ® 


Gifts and Contributions 


It is well established that no income is 
realized when a taxpayer receives funds 
or property from outsiders as an induce- 
ment to construct facilities, relocate its busi- 
ness or expand existing facilities.” The 
related question is: Are such donations 
subject to depreciation? The Supreme Court 
has ruled® that when communities make 
contributions in cash or property to induce 
the location and expansion of facilities for 
providing local employment, such proper- 
ties are subject to depreciation. This deci- 
sion is distinguishable from or perhaps 
reverses the earlier adverse Supreme Court 
decision holdings that the capital payments 
of individual taxpayers were made as the 
price of services to be rendered.” 


Deductions of a trust for charitable contri- 
butions paid from long-term capital gains 
are computed on fifty per cent of their basis 
and not on their actual basis.” 


Carry-Backs and Refunds 


The law that applies in computing the net 
operating loss deduction is the law that pre- 
vailed in the year the loss occurred and not 
the law of the year to which the loss is 
carried back or forward.® 

The Treasury cannot deduct from a re- 
fund to the taxpayer interest on an additional 
tax that was determined but not assessed.™ 
The Supreme Court had previously settled 


the point that interest patd on an assessed 
deficiency is not recoverable even though the 
deficiency itself is recovered because of a 
net operating loss carry-back.* 


Successor corporations are ordinarily not 
entitled to the deductions of their prede- 
cessors. Carry-backs and other deductions 
are not lost if the successor is the merging 
company. 


If a deficit-operating corporation acquires 
a profitable going partnership, may the losses 
of one offset the profits of the other? The 
answer of the Tax Court is that it is proper 
where the transaction has a business pur- 
pose. However, in a reverse situation where 
a deficit entity is acquired, Section 129 
might be invoked and the loss, therefore, 
might be disallowed.” 


A declaration of the involuntary liquida- 
tion of LIFO inventories under Section 
22(d)(6) had to be made at the time of the 
filing of the income tax return for the year 
in which it occurred. It has been amended * 
so that it can be made within six months 
after the filing of the return or, in certain 
hardship cases, at a later time with the 
permission of the Treasury. However, the 
replacement adjustments remain unchanged. 
Though the year of liquidation is barred, 
a refund for the year of liquidation can be 
made if a claim for refund is submitted 
within three years after the filing of the 
return for the year of replacement. 


Common stock received for interest accrued 
prior to the effective date of a tax-free plan 
of reorganization under Sections 112(b)(3) 
and 112(c)(1) does not constitute ordinary 
income but is part of the stock and securi- 
ties received by the old bondholders.” This 
decision lays the ground for possible refund 
claims on exchanges of defaulted bonds. 


[The End] 


“To pay his federal taxes, the average worker today puts in about 47 


days a year-—close to one day a week. 


If all the proposed new programs 


zo into effect, the average worker will then have to give the pay from 67 


days of work to pay federal taxes. 
federal government: 
with it. 
quoted in Business Action. 


7 Marshall, CCH Dec. 17,456, 14 TC 90 (1950) ; 
Enersen, CCH Dec. 17,467(M), 9 TCM 42 (1950). 

78 I. T. 3986, 1949-2 CB 108. 

7 Edwards v. Cuba Railroad Company, 1 ustc 
| 139, 268 U. S. 628 (S. Ct., 1925). 

8% Commissioner v. Brown Shoe Company, Inc., 
50-1 ustc {| 5958, 339 U. S. 583. 

81 Detroit Edison Company v. Commissioner, 
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8 U. S. v. Benedict, 50-1 ustc { 9179, 338 U. S. 
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88 Reo Motors, Inc. v. Commissioner, 50-1 ustc 
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When he does this, he is saying to the 
‘Here, you take my money and buy me something 
You know better than I do what I want’.”—James F. Byrnes, as 


34 United States Trust Company v. U. S8., 50-2 
ustc { 9381, 91 F. Supp. 49 (DC Mass.). 

8% Manning v. Seeley Tube and Box Company, 
50-1 ustc { 9163, 338 U. S. 561 (S. Ct.). 

8 P. S. 62, May 5, 1950. 

81 A. B. & Container Corporation, CCH Dec. 
17,641, 14 TC 842 (1950), following Alprosa 
Watch Company, CCH Dec. 16,559, 11 TC 240 
(1948). 

88 Public Law 756, 81st Congress. 
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Books... 


Code’s Income Provisions 


Income Tax Provisions of the Internal 
Revenue Code. Commerce Clearing House, 
Inc., 214 North Michigan Avenue, Chicago 
1, Illinois. 1950. 288 pages. $2. 


A compilation of the income, withhold- 
ing, refund and credit provisions of the 
Internal Revenue Code containing all amend- 
ments up to October, 1950, is the basis of 
this recently published volume. The full, 
official texts of the provisions are included 
and when such have been amended by 
revenue acts or other laws, “amendment” 
notes are included which show the laws 
that effected the amendments along with 
the scope of the latest amendments and 
their effective dates. 


The effects of each tax can be seen by 
only a cursory glance at the rate tables 
contained, which were prepared—as were 
the amendment notes, footnotes and topi- 
cal index—especially for this book. 


After Life's Fitful Fever 


Life Insurance and Estate Tax Planning. 
William J. Bowe. Vanderbilt University Press, 
Nashville 4, Tennessee. 1950. 92 pages. $2. 


“Peculiar unto themselves” are the rules 
regulating the estate taxation of life insur- 
ance. The need for Professor Bowe’s book 
is evident for this reason and for the reason 
that the methods by which life insurance— 
often the greatest single asset in an estate 
—can be used to solve problems are almost 
numberless and yet are often neglected. 
With a background of fifteen years of inte- 
grating life insurance programs into the 
estate plans of many of the country’s wealthiest 
individuals, the author clearly, in nontechnical 
language, discusses the law, regulations and 
court decisions concerning it. Examples of 
what not to do, mistakes made by men with 
just a “little tax knowledge” and great ambi- 
tions to reduce or avoid estate taxes, are 
categorized in his chapter on “Types of 
Planning, Good and Bad.” With actual 
cases he illustrates the errors than can lead 
to subjecting proceeds to income tax, to gift 
tax, to additional income tax or to gift tax 
without income or estate tax benefit. 


Books .. . Articles 





.. Articles 





The “error” in the 1913, 1916 and 1918 
Revenue Acts—not including as taxable, pay- 
ments to beneficiaries—and the 1942 act’s 
rectification of that error are brought up in 
the chapter on federal estate taxation, as are 
the changes the Technical Changes Act of 
1949 has made in possibilities of transfers. 
In the chapter concerning marital deduc- 
tions the revolutionary changes brought 
about by the passage of the 1948 act—which 
“Instead of drawing the instrument with 
studious care to avoid estate tax on the 
death of the surviving spouse,” uses the 
same “studious care” to “assure that such 
bequest shall be subject to such tax, unless 
the property is consumed during the life of 
the beneficiary.”” Advice is given to partners 
in a business and businessmen in general 
in his final chapters. Pitfalls to be avoided 
are listed under such headings as “The 
Purchase Price May or May Not Fix the 
Tax Valuation,” “Restrictions Which Fail 
to Freeze the Value,” “Restrictions Which 
Freeze the Value” and “Inter Family Agree- 
ments” in the concluding chapter. 


1950 Act Explained 


Revenue Act of 1950 with Explanation. 
Commerce Clearing House, Inc., 214 North 
Michigan Avenue, Chicago 1, Illinois. 1950. 
192 pages. $1. 


The official text of the 1950 Revenue 
Act with clarifying explanations of all pro- 
visions is contributed by this current vol- 
ume. For facility of use, each topic covered 
under the law—individual rates; new cor- 
poration rates; educational, charitable and 
other tax-exempt organizations; life insur- 
ance companies, etc.—is indexed both as 
to its official wording and as to its explana- 
tion. Along with the explanatory material 
offered are tables making comparisons of 
tax liabilities under the old and new law; 
combining individual normal and surtax; 
and showing new corporation rates, prin- 
cipal new effective dates, effective rates for 
1950 calendar returns and Code sections 
that have been amended along with their 
effective dates. Mention is given to other 
federal income tax laws and estate tax 
provisions and also to several contemplated 
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proposals that died along the way and did 
not become law in 1950. 


Australian Tax Law 


Commonwealth Sales Tax Law and Practice. 
H. R. Irving, F. C. A. (Australia). The 
Kent Publishing Company, 429 Kent Street, 
Sydney, Australia. 1950. 60 shillings. 


“No businessman could possibly ascertain 
tor himself what the Acts and Regulations 
required of him or even what goods were 
subject to tax.” This is a criticism of the 
Australian Sales Tax Law by a prominent 
jurist. Mr. Irving, in his book, explains the 
law and gives a clearer understanding to 
the nine Sales Tax Assessment Acts, the 
Sales Tax Procedure Act and the Regula- 
tions framed under the acts. 


ARTICLES 


Like Ham and Eggs... Always dished up 
together are the Church and Spiegel cases— 
lately, discussions of these decisions have 
been spiced with examination of the Tech- 
nical Changes Act. One recent article points 
out to readers that in “the closing days of 
the first session of the Ejighty-first Con- 
gress, the Senate soughf to amend a house 
bill simply to eliminate inequities found in 
the . . . Church and Spiegel decisions. In 
conference, the effort grew to a large-scale 
revision of Section 811 (c). The last-minute 
haste of the effort is unfortunately apparent 
in the legislative product.” 


The author, a law professor, further scru- 
tinizes and criticizes the act, and asks for 
“substantial, not merely semantic, revision 
of the estate and gift tax laws.” He reminds 
us that contemplation-of-death and posses- 
sion-or-enjoyment provisions were necessary 
when adopted, due to the lack of a federal 
gift tax, but that careful consideration 
should be given “to a more tidy and imme- 
diate exaction of tax liability on inter-vivos 
transfers now within the provisions of Sec- 
tion 811 (c).”"—Stephens, “Federal Estate 
Tax Section 811 (c) Revisited,” University 
of Florida Law Review, Spring, 1950. 


Charity Begins Where? ... An Illinois 
attorney presents his considerations on the 
fitting of property used partly for charitable 
purposes and partly for other uses into the 
tax-exemption frame. He offers three possi- 
bilities of solution: (1) to grant, on the basis 
of partial charitable use, total exemption 
from taxation; (2) to tax the whole prop- 
erty as if it were entirely commercially 
owned and used; or (3) to apportion the 
property, for tax purposes, according to the 


degree of charitable and noncharitable uses, 
and to allocate the exemption accordingly.— 
Crouch, “Apportionment of Tax Exemptions 
Granted Charitable Corporations,” Chicago- 
Kent Law Review, March, 1950. 


Purchase and Sale Problems . . . Buying 
and selling of corporate assets and income 
tax worries attendant thereon are the basis 
of an article written by a member of the 
Oregon and the New York bars. It is a 
condensation of an address delivered at the 
spring session of the Committee on Con- 
tinuing Legal Education of the Oregon State 
Bar, held at Portland —Boley, “Income-Tax 
Problems in the Purchase and Sale of Corpo- 
rate Assets,” Oregon Law Review, June, 1950. 


City Budget-Balancers . . . Municipal 
nonproperty-tax revenue sources have been 
explored by the Tax Commissioner of Ohio 
He writes, emphasizing the desirability of 
evaluating such sources in relation to long- 
term interests of the taxpayer and of the 
municipality. Particular attention is focussed 
on income, sales, gross receipts, gasoline, 
tobacco and general admission taxes as city 
revenue-raisers.—Glander, “New Types of 
Municipal Non-Property Tax Revenues,” 
National Tax Journal, June, 1950. 


Section 3801 Relief . . . Relief from 
inequities arising from statutes of limita- 
tion, closing agreements and court decisions 
as afforded by Section 3801 of the Internal 
Revenue Code is the subject of an article 
outlining the types of inequity to taxpayers 
or to the Treasury that the section is de- 
signed to correct. These are, when they 
are otherwise barred by statutes of limita- 
tions, (1) double inclusion of taxable gross 
income items; (2) double allowance of a 
deduction or credit; (3) erroneous exclusion 
of items of gross income with respect to 
which tax was paid; (4) erroneous distri- 
bution of deductions and income among de- 
cedents, trusts and beneficiaries; and (5) 
erroneous tax evaluation of property in the 
possession of a transferee. 


Limitations on the application of the sec 
tion are emphasized by the author. He says: 
“Section 3801 has altogether too limited 
application. By and large the critical analy- 
ses made by tax practitioners of Section 
3801 have proven accurate. Time estab- 
lished the futility of remedying most of the 
hardships and inequities arising out of in- 
consistent tax treatment of items before and 
after the expiration of a pertinent statute 
of limitations, even within the limited scope 
of this statute.’—Landman, “Tax Relief 
from the Statute of Limitations,” Tax Law 
Review, May, 1950. 
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Federal Taxes 
: INCOME 


Deduction for entertainment expenses.— 
Facts: The petitioner and his wife were 
partners in an office machine business. Cer- 
tain expenditures for the entertainment of 
customers were incurred by the wife and, 
since she was not reimbursed by the part- 
nership for these sums, she took a deduc- 
tion for them on her separate income tax 
return. 


Decision: Since there was a legal part- 


nership and the petitioner was not taxable 
on any part of the wife’s distributive share 
of the partnership profits, he was not en- 
titled to a deduction for any part of the 
entertainment expenses claimed as a deduc- 
tion by the wife—McWilliams, CCH Dec. 
17,901(M) (9 TCM 866). 


Capital expenditure v. business expense. 
—Facts: The taxpayer was the lessee of a 
completely furnished hotel property. Un- 
ler a clause in the lease, he had the right, 
from time to time, to install furnishings, 
fixtures and equipment which were to be- 
come his own property and were not to be 
considered replacement of the leased equip- 
ment. Under this clause, the taxpayer pur- 
chased a mangle and washing machine, The 
cost of these articles he sought to deduct 
as a business expense. 


Decision: The cost of such machines was 
not deductible as a business expense but should 
be capitalized and their cost recovered by 
way of depreciation —Manger Hotel Corpora- 
tion, CCH Dec. 17,902(M) (9 TCM 873). 


Family partnership.—Facts: The taxpay- 
er’s daughter borrowed money from the 
taxpayer in order to make a contribution of 
capital to a clothing manufacturing busi- 
ness. Noninterest bearing notes were exe- 
cuted providing for the repayment of this 
sum of six-month intervals. The daughter 


Interpretations 





Administrative... 








was engaged to be married at the time of 
the formation of the partnership, and it was 
orally agreed that her future husband was 
eventually to take over her interest in the 


partnership. She performed no services 
for the partnership, but she shared in the 
profits. The partnership was dissolved when 
there was a refusal to transfer her interes! 
in the partnership to her husband as had 
been agreed. The Commissioner refused to 
recognize the daughter as a partner and 
contended that her interest in the partner- 
ship’s profits should be included in the 
taxpayer’s gross income. 


Decision: It was held that the parties 
acted with a business purpose and intended 
that the daughter be a bona-fide partner in 
the business. Although the daughter’s capi- 
tal contribution was borrowed from the tax- 
payer, the taxpayer had no right to receive 
and did not receive any part of the daugh- 
ter’s profits from the business. The notes 
for the money she had borrowed were paid 
by her before they fell due. She had com- 
plete dominion and control over all such 
amounts which she received—Neuman, CCH 
Dec. 17.903(M) (9 TCM 877). 


ESTATE 


Contemplation of death: JInter-vivos 
transfers.—Facts: Two irrevocable trusts, 
in which no rights to income or principal 
were reserved, were executed by decedent 
His wife was the chief beneficiary under 
one and his son was the chief beneficiary 
under the other. The trusts were made up 
of life insurance policies and stock in a 
holding company. The decedent was trus- 
tee under both instruments and, as such, 
was authorized to hold, manage and deal 
with the property in his uncontrolled dis- 
cretion. He was authorized to pay the pre- 
miums on any life insurance, endowment 
or annuity policies issued to or held by the 
trustee out of the net income or, if the in- 
come was not sufficient, out of the principal 





If any income remained, it was to be paid 
to the beneficiaries in monthly installments. 
It was stated in the trusts that their pur- 
pose was “to make the beneficiary secure 
against the contingencies of life.” 


Decision: Although the stated purpose of 
the trusts was to secure the beneficiaries 
“against the contingencies of life,” the de- 
cedent’s evident motive was to protect his 
wife and son in case of his death. The 
transfers to the two trusts were made in 
contemplation of death within the meaning 
of Section 811(c), and the value of the 
property was includible in the decedent’s 
gross estate—Goar, CCH Dec. 17,899(M) 
(9 TCM 854). 


State Taxes 
INCOME 


“Doing business” in Georgia. — Facts: 
A foreign corporation had its principal office 
and place of business in another state, and 
its only activity in Georgia was the main- 
taining of a small office together with a 
small bank account. The only business of 
this office was the receiving and transmit- 
ting of offers to purchase goods from the 
corporation and the maintaining of good 
will. No goods were kept in Georgia, no 
person employed in the Georgia office had 
authority to make collections, arrange credit, 
confirm or accept orders, adjust complaints 
or make final agreements of any kind, and 
no accounts were kept or billing done from 
the Georgia office. The issue concerned the 
liability of the corporation for Georgia in- 
come taxes. 


Decision: Such corporation was not “do- 
ing business” in Georgia and, consequently, 
was not subject to Georgia income taxation. 
—Redwine v. Dan River Mills, Inc., 2 STATE 
Tax Cases § 250-110 (Ga. Sup. Ct.). 


SALES 


Materials. ordered for contractor by em- 
ployer in Michigan.—Facts: A construction 
company entered into an agreement with a 
housing corporation to perform a job for it 
at a fixed price. The housing corporation 
was to advance certain sums of money to 
the construction company which were to be 
credited on the price. These sums were 
exceeded when the housing corporation or- 
dered mill work and hardware from outside 
the state for use in the construction job. 
The materials were ordered sent to a sub- 
contractor of the job which delivered them 
to the construction company. In a supple- 


mental agreement, the contracting parties 
recognized this order as an advance and 
made provision for further advances. The 
Michigan Revenue Department contended 
that the use tax was due on the amount 
expended by the housing corporation for 
the mill work and hardware. 


Decision: The housing corporation.did not 
exercise any rights of ownership and did not 
receive possession of the mill work and 
hardware; it was acting as the contractor’s 
agent in the purchase. Therefore, the pur- 
chase was not a retail sale and is exempt 
under Michigan law.— Riverview Housing, 
Inc. v. Department of Revenue, 1 Micuw. TAx 
Cases § 200-031 (Cir. Ct., Ingham County). 


INHERITANCE 


Payment of taxes on Pennsylvania joint 
survivorship bank account.—Facts: A pro- 
vision in the decedent’s will directed that 
“all legatees shall receive their legacies in 
full and without responsibility therefor.” 


Are the taxes on the transfer of the funds’ 


in a joint survivorship bank account to the 
survivor, who was also a legatee under the 
will, to be deducted from the legacy? 


Decision: The taxes due on the transfer 
of funds of the joint survivorship bank ac- 
count to the survivor cannot be deducted 
from the legacy received by the survivor. 
Such taxes, as well as those on any transfers 
under the will, are payable out of the residuary 
estate. — Estate of Otto R. Stoeckel, CCH 
INHERITANCE EsTaTE AND GIrr Tax REPORTS 
{ 17,260 (Orphans’ Ct., Montgomery County). 


ESTATE 


New York charitable exemption.—Facts: 
The decedent’s estate was bequeathed in 
trust for the benefit of his widow. Part of 
the remainder interest in the estate was 
bequeathed to charitable and religious or- 
ganizations. The trustees were given the 
authority to invade the corpus of the trust 
for the “comfortable support and mainte- 
nance” of the widow. The status of the 
religious and charitable bequests was in 
question. 


Decision: The fact that the trustees were 
given the right to invade the corpus of the 
trust for the support of the widow does not 
preclude an estate tax exemption for the 
charitable and religious bequests if the ex- 
tent of the invasion can be accurately meas- 
ured.—Jones, CCH INHERITANCE ESTATE AND 
Grrr Tax Reports § 17,265 (Surrogate’s Ct., 
Chautauqua County). 
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Canadian Tax Letter 


Deductibility of Legal Expenses 


The taxpayer sought a deduction for legal 
expenses in defending itself in a prosecution 
under the Combines Investigation Act and 
Criminal Code. It claimed that these ex- 
penses should be deductible from income, 
because they were exclusively and neces- 
sarily laid out for the purpose of earning 
income. 


The deduction should be allowed. Legal 
expense incurred in protecting a capital asset 
is a capital expenditure, but where legal ex- 
penses are incurred with respect to the in- 
come-earning activity of the company, the 
expenses are deductible. In this case, the 
taxpayer, in defending itself in the prosecu- 
tion, was protecting its income-earning posi- 
tion —Dominion Dental Company, Ltd. v. 
Minister of National Revenue, CCH Do- 
MINION Tax Cases § 1-120. Followed in: 
Goldsmith Brothers Smelting and Refining 
Company v. Minister of National Revenue, 
CCH Dominion Tax Cases J 1-121. To the 
same effect: S. S. White Company of Canada 
v. Minister of National Revenue, CCH Do- 
MINION TAX CASEs 1-122. 


Tax Year for Partnership 
and Personal Income 


The taxpayer, a partner in a brokerage 
business, in filing his personal income tax 
return for 1947, deducted from his income 
from other sources his share of the partner- 
ship’s loss for the firm’s fiscal period ending 
March 31, 1948. The Minister deducted. the 
loss from the appellant’s other income for 
the calendar year 1948. No deduction was 
permitted in the assessment for 1947 in 
respect of the business loss. 


The taxpayer’s appeal from this action 
was not allowed. The Income War Tax 
Act provides that a member of a partner- 
ship whose fiscal year is other than a calen- 
dar year is required to have the tax payable 
computed upon the income of the fiscal 
period. However, tax on income derived 


Canadian Tax Letter 


from other sources must be computed upon 
the income for a calendar year. Income 
being annual net profit or gain, income from 
all sources must be taken into consideration 
in order that net profit or gain for the cal- 
endar year may be determined.—Mr. Y. v. 
Minister of National Revenue, CCH Domin- 
10N Tax Cases ¥ 1-119. 


Review of Assessments 
Made Prior to 1946 


A depreciation allowance for 1946 and 
1947 in excess of the amount allowed by the 
Minister was refused. The taxpayer sought 
compensation for a depreciation allowance it 
alleged it should have had for the years 1944 to 
1947 inclusive. It was held that the Min- 
ister in exercising his discretion did not vio- 
late any legal principle. The Income Tax 
Appeal Board has no jurisdiction to review 
assessments prior to 1946 and where, as 
admitted by the taxpayer, it had erred in 
returns so that an insufficient allowance was 
made for depreciation, it must bear the con- 
sequences. — L’Imprimerie du Saguenay v. 
Minister of National Revenue, CCH Domin- 
ION Tax CAsEs f 1-116. 


Surtax on Investment Income 


The taxpayer is the owner of apartment 
and business premises from which she de- 
rived rental income. No surtax was paid on 
this income, since the taxpayer did not con- 
sider it to be investment income. 


On appeal from an assessment of this in- 
come as investment income, it was held that 
the assessment was correct, because rental 
income is not included in the definition of 
“earned income” in the Income War Tax 
Act. However, in determining the amount 
of the surtax, the taxpayer is entitled to the 
$750 personal exemption. Exemptions and 
deductions under the act apply to all income, 
not merely earned income.—Demers v. Min- 
ister of National Revenue, CCH Dominion 
TAx CASEs § 1-115. 
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trom six to twenty per cent, but if you are 
able to make thirty or forty per cent on 
your money, this law provides that you 
should give over most of your rewards to 
the government. 


“I know one case where a man actually 
said, ‘We estimated what our profits would 
have been at July first. If we had then 
closed up the shop and gone fishing, we 
would have had about as much out of our 
year’s business as we will have after paying 
the tax.’” 


Nearly twenty years later, before the 
House Ways and Means Committee on No- 
vember 21, 1950, J. Cameron Thomson, speak- 
ing as a representative of the Committee for 
Economic Development, said: “It would be 
hard to think of a tax better calculated to 
penalize the enterprising firm relative to the 
sluggish, the efficient relative to the inef- 
ficient, the new and growing firm relative to 
the old established ones. The yardstick by 
which management makes decisions depre- 
ciates. Efficiency is worth only twenty five 
cents on the dollar; waste costs only twenty 
five cents on the dollar.” 


The Committee for Economic Develop- 
ment recommended instead of an excess 
profits tax a flat tax of eighteen per cent 
on the first $25,000 of corporate profits and 
a tax of thirty-eight per cent on all profits 
ahove that sum. 


Attempts to Remedy Inequities 


Another fundamental criticism of the excess 
profits tax is that it is unfair. The fact that it 
applies only to corporations is one example of 
inequity ; a further indication is the number of 
specific types of relief which were incorpo- 
rated in committee reports on succeeding 


amendments to the World War II act. 
These provisions covered such detailed cases 
as a company which had replaced its man- 
agement in 1936 with a new group whose effi- 
ciency didn’t show up in the balance sheet 
until 1939, a company which gave up manu- 
facturing snuff and started making cigars, 
with similar results, and a company or- 
ganized in 1935 to distill whiskey which 
couldn’t sell its product until it had aged. 


While the proposed law contains general 
procedures for handling such cases, it was 
pointed out in Congressional debate that 


there is a possibility that the cure may be 
worse than the ailment. A fertile field for 
interminable litigation seems possible in the 
relief provisions under which federal officials 
are to classify each taxpayer into an industry 
group. What will be the classification, for 
example, of the lowa company which makes 
both washing machines and cheese, of an 
office equipment manufacturer who derives 
a large part of his revenue from selling sup- 
plies for his machines, of the midwestern 
manufacturer who sells both shoes and 
remedies for foot ailments? 


Further, the attempt to measure an indi- 
vidual corporation against industry experi- 
ence is likely to lead to inequity. A small 
company in the soap business can hardly be 
judged by an average which consists to a 
great degree of the experience of two or 
three gigantic rivals. In some cases, notably 
television, the industry average itself would 
require adjustment to be fair. 


These industry-wide differences are im- 
portant since the base period selected was 
1946 through 1949. Such industries as auto- 
motive, steel and building materials, which 
were operating at full capacity for most of this 
period, will receive unduly large credits in com- 
parison to such soft-goods industries as were 
not selling everything they could turn out. 


There is the possibility of a sleeper of 
another type in the method of allowing for 
borrowed capital under the invested-capita} 
election. .A small strong company might 
find an advantage in borrowing substantial 
sums at low interest and then taking advan- 
tage of the credits allowed on the entire 
borrowed amount. The World War II law 
provided against this contingency by allow- 
ing only half of borrowed capital to be used 
in the credit. 


On the basis of this review, it may be 
said that most tax men are in agreement that 
any excess profits tax law, including the 
new one, is unnecessarily complicated, a 
source of vast amounts of litigation, psy- 
chologically unsound and inevitably unfair. 
The reader may be cheered by a concluding 
comment about the excess profits tax bill 
from President Truman: “When the 1950 
tax program has been completed with the 
enactment of this tax, we shall be in a posi- 
tion, early next year, to assess our needs for 
further tax legislation.” 
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State Tax Calendar 


ALABAMA 


February 1—Automobile dealer reports due. 
—Corporation permit applications due. 
—Public utility inspection fees due. 


February 10—Alcoholic beverage reports 

and tax of public service licenses due. 
Alcoholic beverage reports of whole- 
salers and distributors due.——Auto- 
mobile dealer reports due. Tobacco 
stamp and use tax reports and payment 
due. Tobacco wholesaler and jobber 
reports due. 











February 15—Gasoline reports from carriers, 
warehousers and transporters due. 
Lubricating oils reports from carriers, 
warehousers and transporters due. 
Motor carrier mileage tax reports and 
payment due. Oil and gas conserva- 
tion tax reports and payment due.—— 
Oil and gas production tax reports and 
payment due. 


February 20—Automobile dealer reports 
due. Coal and iron-ore mining tax 
reports and payment due. Diesel fuel 
tax reports and payment due. Gas- 
oline tax reports and payment due.-—— 
Lubricating oils tax reports and pay- 
ment due. Motor fuel tax reports 
and payment due. Sales tax reports 
and payment due. 


























ARIZONA 


February 5—Alcoholic beverage licensee re- 
ports due. 


February 10—Malt, vinous and spirituous 
liquor wholesaler tax reports and pay- 
ment due. 

February 15—Gross income tax reports and 
payment due. 


February 20—Motor carrier tax reports and 
payment due. Use fuel tax reports 
and payment due. 


February 25—Motor vehicle fuel distribu- 
tor, wholesaler and carrier tax reports 
and payment due. 


State Tax Calendar 








. . If the report or payment due date falls on a holiday, most 
states provide for an extension of time to the next business day. . 
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ARKANSAS 


February 10—Alcoholic beverage reports 

due. Motor fuel carrier reports due. 
Natural resources statements of 
purchases due. 


February 15—Compensating (use) tax re- 
ports and payment due. 


February 20—Gross receipts tax reports and 
payment due. Use fuel tax reports 
and payment due. 











February 25—Motor fuel tax reports and 
payment due. Natural resources sev- 
erance tax reports and payment due. 





CALIFORNIA 


February 1—Distilled spirits tax reports 
and payment from common carriers 
due. Gasoline tax reports and pay- 
ment due. 


February 5—Oil and gas production tax sec- 
ond installment due (last day). 


February 15—Alcoholic beverage import 
reports from common carriers due.-—— 
Beer and wine tax reports and payment 
due. Distilled spirits tax reports and 
payment due. Personal income tax 
information reports and payment of 
amounts withheld due. Use fuel tax 
reports and payment due. 


February 20—Gross receipts tax reports and 
payment from motor carriers due. 














COLORADO 


February 5—Alcoholic beverage manufac- 
turer reports due. Motor carrier tax 
due. 


February 10—Motor carrier reports due. 


February 14—Sales tax reports and payment 
due. Use tax reports and payment 
due. 


February 15—Coal mine owner reports due. 
Coal tonnage reports due. In- 
come information reports due. 




















February 25—Diesel fuel tax reports and 
payment due. Gasoline tax reports 
and payment due. 


February 28—Property tax first installment 
due. 


CONNECTICUT 


February 15—Foreign and domestic cor- 
poration annual reports and fees to be 
filed with Secretary of State due. 
Gasoline use tax reports and payment 
due. 


February 20—Alcoholic beverage tax re- 
ports and payment due. 


February 25—Gasoline tax reports and pay- 
ment due. 


February 28—Motor vehicle registration fees 
due. 


DELAWARE 


February 15—Alcoholic beverage reports 
from manufacturers and importers due. 
Gasoline reports from filling sta- 

tions due. 


February 28—Gasoline tax reports and pay- 
ment from distributors and reports 
from carriers due. 


DISTRICT OF COLUMBIA 


February 1—Street railroad company re- 
ports due. 


February 10—Alcoholic beverage licensed 
manufacturer, wholesaler and retailer 
reports due. Beer licensed manufac- 
turer and wholesaler reports due. 


February 15—Beer tax due. 
formation reports due. 


Income: in- 


February 20—Sales tax reports and payment 
due. Use tax reports and payment 
due. 


February 25—Gasoline tax reports and pay- 
ment due. 


FLORIDA 


February 1—Auto transportation company 
tax reports and payment due. 


February 10—Alcoholic beverage manufac- 
turer and dealer tax reports and pay- 
ment due. Seasonal store inventory 
tax due. 


February 15—Alcoholic beverage reports 
from transporters and carriers due. 
Gasoline tax reports and payment from 
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nondistributors and carriers due. 
Motor vehicle fuel use tax reports and 
payment due. 


February 20—Admissions tax reports and 
payment due. Rental tax reports and 
payment due. Sales tax reports 
and payment due. Use tax reports 
and payment due. 


February 25—Gasoline sales tax and storage 
tax reports and payment due. Oil 
and gas production tax reports and pay- 
ment due. 


GEORGIA 


February 10—Cigar and cigarette wholesale 
dealer reports due. Distilled spirits 
wholesale dealer reports due. Motor 
carrier reports due. 


February 15—Malt beverage tax reports 
due. 


February 20—Gasoline tax reports and pay- 
ment due. 


IDAHO 


February 15—Beer dealer, brewer and 
wholesaler reports due. Cigarette 
wholesaler drop shipment reports due. 

Electric power company tax re- 
ports and payment due. Gasoline tax 
reports and payment due. 


February 25—Gasoline dealer tax reports 
and payment due. Use fuel tax re- 
ports and payment due. 


ILLINOIS 


February 10—Motor carrier mileage tax re- 
ports and payment due. 


February 15—Alcoholic beverage reports 
due. Cigarette reports due. Pub- 
lic utility tax reports and payment due. 

Sales tax reports and payment due. 


February 20—Gasoline tax reports and pay- 
ment due. 


February 28—Franchise tax statements due 
(last day). Gasoline reports from 
transporters due. 


INDIANA 


February 1—Alcoholic vinous beverage tax 
due. 


February 10—Cigarette distributor inter- 
state business reports due. 
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February 15—Alcoholic vinous beverage 
















tax due: Cigarette distributor drop 
shipment reports due. Use fuel tax 
reports and payment due. 





February 20—Intangibles reports from banks 
and trust companies due. Intangibles 
tax reports and payment from building 
and loan and production credit associa- 
tions due. Share tax reports and pay- 
ment from banks and trust companies 
due. 








February 25—Gasoline tax reports and pay- 

ment from distributors and carriers due. 
Use fuel tax reports and payment 
from fuel dealers due. 





February 28—Motor vehicle registration fees 
due. 


IOWA 


February 1—Coal mine reports due. 
Freight line and equipment company 
tax due. War veteran, religious, lit- 
erary and charitable association state- 
ments of property claimed to be exempt 
from ad valorem taxation due (last 
day). 








February 10—Beer tax reports and payment 
from Class “A” permittees due. 
Gasoline tax reports and payment from 
carriers due. 





February 20—Gasoline tax reports and pay- 
ment due. 


KANSAS 


February 1—Motor vehicle registration fees 
due. 


February 10—Malt beverage reports due. 


February 15—Alcoholic liquor manufacturer 
and distributor reports due. Com- 
pensating tax reports and payment due. 

Gasoline and fuel use reports from 

carriers due. Gross ton mileage tax 

reports and payment from motor car- 
riers due. 











February 20—Alcoholic liquor retailer re- 
ports and payment due. Sales tax 
reports and payment due. Use fuel 
tax reports and payment due. 








February 25—Gasoline tax reports and pay- 
ment due. 


KENTUCKY 


February 1—Bank and trust company re- 
Income information re- 





ports due. 
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ports of nontaxable distributions due. 
Real estate title insurance company 
reports due. 





February 10—Distilled liquor blender and 
rectifier tax due. 


February 15—Alcoholic beverage reports 
due. Fuel use tax reports and pay- 
ment from transporters due. Mile- 
age tax from passenger carriers due. 








February 20—Cigarette wholesaler reports 
due. Oil production tax reports and 
payment due. 





February 28—Amusement and _ entertain- 
ment reports and tax due. Gasoline 
reports from refiners and importers due. 

Gasoline tax reports and payment 

from dealers and transporters due. 

Gross receipts tax reports and payment 

from public utilities due. Motor ve- 

hicle fuel use tax reports and payment 
due. 














LOUISIANA 


February 1—Chain store reports due. 
Domestic corporation reports due. 
Public utility license and pipeline trans- 
portation tax due. Soft drinks re- 
ports due-——Tobacco reports due. 











February 6—Motor vehicle registration fees 
due. 


February 10—Beer importer reports due. 
Gasoline importer tax due. Kero- 
sene importer reports due. Lubricat- 
ing oils importer reports due. 











February 15—Beer carrier reports due. 
Gasoline carrier reports due. Income 
information reports due. Intoxicating 
liquor reports due. Kerosene carrier 
reports due. Lubricating oils carrier 
reports due. Soft drinks reports due. 

Tobacco reports due. 























February 20—Beer wholesale dealer tax re- 

ports and payment due. Fuel use tax 
reports and payment due. Gasoline 
tax reports and payment due. Kero- 
sene tax reports and payment due. 
Lubricating oils tax reports and pay- 
ment due. Sales tax reports and pay- 
ment due.——Use tax reports and 
payment due. 

















MAINE 


February 10—Malt beverage manufacturer 


aud wholesaler reports due. 
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February 25—Use fuel tax reports and pay- 
ment due. 


February 28—Gasoline tax reports and pay- 
ment due. 


MARYLAND 


February 10—Admissions tax due.——Beer 
tax reports and payment due. 


February 15—Income information reports 
due. Sales tax reports and payment 
due. Use tax reports and payment 
due. 


February 28—Gasoline tax reports and pay- 
ment due. Motor fuel cargo lot pur- 
chases reports due. 


MASSACHUSETTS 


February 10—Alcoholic beverage excise tax 
reports and payment due. Meals ex- 
cise tax reports and payment due.—— 
Public service reports due (last day). 


February 20—Cigarette tax reports and pay- 
ment due. 


February 28—Motor fuel tax reports and 
payment due. 


MICHIGAN 


February 5—Gasoline statements from car- 
riers due. 


February 10—Common and contract carrier 
reports and payment due. 


February 15—Sales tax reports and payment 
due. Use tax reports and payment 
due. 


February 20—Cigarette tax reports and pay- 
ment due. Diesel fuel user tax re- 
ports and payment due.——Fuel sold 
for use on vessels, tax due.-——Gas and 
oil severance tax reports and payment 
due (last day). Gasoline tax dis- 
tributor reports and payment due. 


February 28—Motor vehicle registration fees 
due. 


MINNESOTA 


February 1—Annuity income tax informa- 


tion reports and payment due. Ex- 
press, freight line, sleeping car and 
telephone company reports due.—— 
Property tax on airline flight equip- 
ment due (last day). Railroad leased 
freight car reports due. Royalty re- 
ports due. 
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February 10—Alcoholic beverage reports 
from wholesalers, brewers and manu- 
facturers due. 


February 15—Railroad semiannual gross 
earnings reports due. 


February 20—Cigarette tax reports and pay- 
ment due. Gasoline tax reports and 
payment from distributors due—— 
Special use fuel tax reports and payment 
due. Tractor fuel seller reports due. 


MISSISSIPPI 


February 1—Property tax first semiannual! 
installment due. 


February 5—Factory reports due. 


February 10—Admissions tax reports and 
payment due. 


February 15—Compensating (use) tax re 
ports and payment due. Gasoline 
tax reports and payment from carriers 
due.——Light wine and beer retailer, 
wholesaler and distributor reports due. 
—Occupation (sales) tax reports and 
payment due.——Timber severance tax 
reports and payment due. Tobacco 
manufacturer, distributor and whole- 
saler reports due-——Use fuel tax re- 
ports and payment due. 


February 20—Gasoline distributor, refiner 
and processor tax reports and paymen! 
due. 


February 25—Gas severance tax reports and 
payment due. Oil and Gas Board 
maintenance charge due.——Oil sever- 
ance tax reports and payment due. 


February 28—Fuel use tax reports and pay- 
ment from carriers of passengers and 
property due. Gross revenue tax 
quarterly installment from common and 
contract carriers of-passengers due.—— 
Premiums tax reports and payment 
from foreign insurance companies due 
—Use fuel tax on fuel other than gas- 
oline reports and payment due. 


MISSOURI 


February 1—Personal property tax lists in 
first-class cities due. 


February 5—Nonintoxicating beer permittee 
reports due. 


February 10—Oil inspection tax reports and 
payment due. Petroleum products 
receiver reports due. 
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February 15—Alcoholic beverage sales re- 
ports due. 


February 25—Use fuel tax reports and pay- 
ment due. 


February 28—Gasoline distributor tax re- 
ports and payment due.——Soft drinks 
manufacturer tax reports and payment 
due. 


MONTANA 


February 1—Motor vehicle registration and 
fees due. Moving picture theater li- 
censes issued and tax due. 


February 15—Beer brewer, wholesaler and 
transporter tax reports and payment 
due. Crude petroleum producer re- 
ports due. Electric company tax 
reports and payment due. Gasoline 
reports from carriers due. Gasoline 
tax reports and payment due. 


NEBRASKA 


February 1—Motor vehicle registration and 
fees due. 


February 10—Cigarette distributor reports 
due. 


February 15—Alcoholic beverage manufac- 
turer and wholesale distributor reports 
due. Gasoline reports from carriers 
due.——Gasoline tax reports and pay- 
ment due. 


February 28—Premiums tax reports and 
payment from foreign surety companies 
due. 

NEVADA 


February 10—Liquor reports by out-of-state 
vendors due. 


February 15—Alcoholic beverage manufac- 
turer and importer reports due-——Gas- 
oline carrier reports due. 


February 25—Fuel user tax reports and pay- 


ment due. Gasoline tax reports and 
payment from dealers due. 


NEW HAMPSHIRE 


February 10—Alcoholic beverage manufac- 
turer, wholesaler and importer reports 
due. Alcoholic beverage wholesaler 
tax due. 


February 15—Use fuel tax reports and pay- 
ment due. 


February 28—Motor fuel tax reports and 
payment due. 
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NEW JERSEY 


February 1—Gross receipts reports from 
public utilities using streets due—— 
Property tax quarterly installment due 


February 10—Bus (interstate) excise tax 
reports and payment due. Jitney 
(municipal) gross receipts tax reports 
and payment due. 


February 20—Alcoholic beverage retail con 
sumption and retail distribution licensee 
tax reports and payment due.—Ciga- 
rette distributor tax reports and pay 
ment due. 


February 25—Bus (municipal) gross re 
ceipts tax reports and payment due. 


February 28—Gasoline reports from carriers 
due. 


Second Last Business Day—Gasoline tax 


reports and payment from distributors 
due. 


NEW MEXICO 
February 1—Mineral property reports due 


February 5—Property reports from railroad, 
telegraph, telephone and transmission 
or pipeline companies due. 


February 15—Occupational gross income 
tax reports and payment due——Oi} 
and gas conservation reports due-—— 
Severance tax reports and payment due. 


February 20—Motor carrier reports and tax 
due.——Pipeline operator license tax 
due. 


February 25—Gasoline tax reports and pay- 
ment due. ——Use or compensating tax 
reports and payment due. 


NEW YORK 


February 1—State property tax semiannual 
installment due. 


’ February 15—Additional tax and reports 


from transportation and transmission 
companies due.——Foreign mutual fire 
insurance company reports and pay- 
ment due. 


February 20—Alcoholic beverage tax reports 
and payment due. 


February 25—Conduit company tax reports 
and payment due. 


February 28—Gasoline tax reports and pay- 
ment due. Premiums tax reports and 
payment from insurance companies due. 
—wWater, gas, electric, etc., company 
tax reports and payment due. 
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NORTH CAROLINA 


February 10—Alcoholic beverage reports 
from railroads due. Gasoline tax re- 
ports and payment from carriers due. 

Unfortified wine distributor and 
bottler tax reports and payment due. 


February 15—Sales tax reports and payment 
due. Spirituous liquor tax due. 
Use tax reports and payment due. 


February 20—Gasoline tax reports and pay- 
ment from distributors due. Use fuel 
tax reports and payment due. 


NORTH DAKOTA 


February 10—Cigarette distributor reports 
due. 


February 15—Beer tax reports and payment 
due. Gasoline tax reports and pay- 
ment due. Interstate motor carrier 
tax due. Property reports from rail- 
roads and telephone companies due. 

February 25—Use fuel tax reports and pay- 
ment due. 

February 28—Income tax payment from 
banks and trust companies due (last 
day). 


OHIO 


February 10—Alcoholic beverage reports 
from Classes “A” and “B” permittees 
due. —— Cigarette wholesaler reports 
due. 

February 15—Cigarette use tax reports and 
payment due. 

February 20—Gasoline reports from dealers 
due. 

February 28—Gasoline reports from carriers 
due. Gasoline tax due. 


OKLAHOMA 


February 5—Operator 
other than coal due. 


reports of mines 


February 10—AlIcoholic beverage tax reports 


and payment due. 
saler, retailer and vending-machine 
owner reports due. Gross receipts 
tax reports and payment from airports 
due. 


Cigarette whole- 


February 15—Gasoline tax reports from 
dealers, retailers and carriers due. 
Income information reports due. 
Mileage tax reports and payment from 
carriers due. Sales tax reports and 
payment due. Tobacco wholesaler, 
jobber and warehouseman reports due. 
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February 20—Coal mine operator reports 
due. Gasoline distributor and im- 
ported gasoline purchaser tax reports 
and payment due. Property tax re- 
ports and payment from rural electric 
cooperatives due. Use fuel tax re- 
ports and payment due. Use fuel tax 
reports from carriers due. Use tax 
reports and payment due. 


February 28—Oil, gas and mineral gross 
production tax reports and payment 
due. Premiums tax reports and pay- 
ment from insurance companies due. 


OREGON 


February 1—Gift tax reports and payment 
due. Property reports from utilities 
due. 


February 15—Income information reports 
due. Property tax quarterly install- 
ment due. 


February 20—Alcoholic beverage tax reports 
and payment due. Motor carrier re- 
ports due if tax is paid as per Table A 
or B. Motor vehicle broker and for- 
warder tax due. Use fuel tax reports 
and payment due. 


February 25—Gasoline tax reports and pay- 
ment due. 


February 28—Motor carrier tax due if tax 
is paid as per Table A or B. 


PENNSYLVANIA 


February 1—Gross receipts reports and pay- 
ment from motor carriers due. Pub- 
lic utility tax reports and payment due 
(last day). 


February 10—Malt beverage reports due. 

Soft drinks reports due. Spirit- 

uous and vinous liquor importer reports 
due. i 


February 15—Alcoholic beverage manufac- 
turer tax reports and payment due. 
Bank share reports due. Personal 
property reports due. 


February 28—Gasoline tax reports and pay- 
ment due. Use fuel tax reports and 
payment due. 


RHODE ISLAND 


February 1—Owners of ships used in for- 
eign commerce reports due. 


February 10—Alcoholic beverage reports 
from manufacturers due. 
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February 15—Gasoline tax reports and pay- 
ment due. Unincorporated business 
tax reports and payment due. 





February 20—Sales tax reports and payment 


due. Use tax reports and payment 
due. 





February 28—Corporation annual reports 
due. 


SOUTH CAROLINA 


February 1—Alcoholic beverage wholesaler 


reports of alcoholic beverages received 
due. 


February 10—Admissions tax reports and 
payment due. Alcoholic beverage 
wholesaler and retailer reports of al- 
coholic beverage sales and additional 
tax due. Power tax reports and pay- 
ment due (last day). 








February 20—Fuel oil dealer reports due. 
Fuel oil user tax reports and pay- 
ment due. Gasoline tax reports and 
payment due. Property reports from 
pawnbrokers due. 











February 28—Corporation license tax re- 
ports due (last day). Franchise 
tax reports from public utilities due 
(last day). 





SOUTH DAKOTA 


February 1—Motor carrier of passengers tax 
due. 


February 10—Motor carrier in interstate 
commerce reports and tax due. 


February 15—Alcoholic beverage sales re- 
ports due. Gasoline reports from car- 
riers and retail airplane vendors due. 

Gasoline tax from dealers due. 

Use fuel reports from carriers due. 

Use fuel tax reports and payment due. 














February 20—Passenger mileage tax due. 


February 28—Foreign corporation reports 
and fees due. Gasoline tax reports 
from dealers due. 





TENNESSEE 


February 10—Alcoholic beverage reports 
due (last day). Barrel tax on beer 
due. Gasoline tax reports from car- 
riers due. 








February 15—Fuel user reports due. 
Mine annual statistical reports due. 
Use fuel reports from carriers due. 
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February 20—Gasoline tax reports and pay- 
ment from distributors due. Oil pro- 
duction tax reports and payment due. 

Sales tax reports and payment due. 

Use tax reports and payment due. 


TEXAS 


February 15—Beer tax reports and payment 
due. Oleomargarine dealer tax re- 
ports and payment due. 














February 20—Liquefied gases and _ liquid 
fuel tax reports and payment of users 
due. Motor fuel reports from car- 
riers due. Motor fuel tax reports and 
payment due. 








February 25—Carbon black production tax 
reports and payment due. Cement 
distributor tax reports and payment due. 

Natural gas production tax reports 

and payment due. Prizes and awards 

of theater tax reports and payment due. 











February 28—Oil production tax reports 
and payment due. 


UTAH 


February 10—Liquor licensee reports due. 
Mining occupation reports due-—— 
Mining property reports due. Use 
fuel reports from carriers due. 








February 12—Property reports from public 
utilities due. 


February 15—Income information reports 


due. Use fuel tax reports and pay- 
ment due. 





February 25—Gasoline reports of carriers 
due. Gasoline tax reports and pay- 
ment from distributors and retailers 
due. 





February 28—Motor vehicle registration fees 
due. 


VERMONT 


February 10—Alcoholic beverage tax re- 
ports and payment due. 


February 15—Electric light and power com- 
pany reports and tax due. Income 
information reports due. 





February 28—Gasoline tax reports and pay- 
ment due. Premiums tax reports 
and payment from insurance companies 
due. 





VIRGINIA 


February 1—Bank share reports due. 


February 10—Beer dealer, bottler and man- 
ufacturer reports due-——Tobacco tax 
from warehousemen due. 


February 15—Information at the source re- 
ports from corporations and partner- 
ships due. 


February 20—Gasoline tax reports from car- 
riers due. Use fuel tax reports from 
dealers and resellers due. 


February 28—Gasoline tax reports and pay- 
ment due. Use fuel tax reports and 
payment due. 


WASHINGTON 


february 10—Malt product brewer and 
manufacturer reports due. 


February 15—Butter substitutes reports and 
payment due. Cigarette drop ship- 
ment reports from wholesalers due. 


February 20—Use fuel tax reports and pay- 
ment due. 


february 25—Gasoline reports from carriers 
due. Gasoline tax reports and pay- 
ment due. 


February 28—Insurance company annual 
statements due. 


WEST VIRGINIA 


february 10—Alcoholic beverage tax re- 
ports and payment due. 


February 15—Cigarette use tax reports and 
payment due. Sales tax reports and 
payment due. 


February 28—Gasoline tax reports and pay- 
ment due, 


WISCONSIN. 


February 10—Alcoholic beverage reports 
due. Cigarette wholesaler and manu- 
facturer reports due. 


February 15—Gross receipts semiannual 
reports from railroads and street rail- 
ways due. 


February 20—Gasoline tax reports and pay- 
ment due. 


February 28—Personal property tax and 
real property tax (if paid in single in- 
stallment) due. 


WYOMING 


February 10—Gasoline tax reports from car- 
riers due. 


February 12—Mine products tax reports 
due. 


February 15—Gasoline reports from dealers 
due. Gasoline tax reports and pay- 
ment from wholesalers due. Motor 
carrier tax reports and payment due. 

Sales tax reports and payment due. 
—Use tax reports and payment due. 


A CASE HISTORY OF SECTION 45—Continued from page 38 


i 


“The Commissioner, proceeding under Sec- 
tion 45, allowed $4,000 as a proper deduction 
to S Corporation and disallowed the balance 
of the $12,000 paid as interest on loans 
borrowed for the benefit of P Corporation. 


The Tax Court assumed that the Com- 
missioner correctly applied Section 45 in 
disallowing the $12,000 interest deduction to 
S Corporation; however, it refused to sus- 
tain the personal holding company surtax 
deficiency asserted by the Commissioner 
against the corporation. If the $12,000 pay- 
ment was not deductible as interest because 
it was incurred on loans for the benefit of 
the parent, it must be deemed to be equiva- 
lent to the distribution of a dividend by S 
Corporation to P Corporation. Since the 
payment of a dividend is also deductible 
in computing undistributed personal hold- 
ing company income, the court concluded 
that no tax liability accrued against S Cor- 
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poration and that it was exactly in the 
same position as though the interest deduc- 
tion had been allowed in the first instance 


The Tax Court likewise absolved the 
parent company from tax liability. The 
court reasoned that if P Corporation is 
deemed to have received a dividend in the 
amount of the interest paid for it by its 
subsidiary, under the allocation theory of 
Section 45 it must also be assumed to have 
had a corresponding deduction for interest 
paid. In this connection, the court said: 
“A distribution or apportionment (under 
Section 45) implies an allowance 
somewhere else of the disallowed deduction, 
so that here the parent would obtain the 
benefit of the payment attributed to it and 
withheld from petitioner’s transferor [that 
is, S Corporation].” Thus, the Commis- 
sioner’s success on the Section 45 issue in 
the end proved to be a barren victory. 


[The End) 
e TAX ES-— The Tax Magazine 








